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Q. I was more interested in how you would ahswer 

2505 it with respect to the intangibles which would be in¬ 
cluded in an acquisition adjustment. 

A. If we are dealing, and we know that we are dealing, 
with intangibles that do not have limited life, or dealing 
with intangibles as to which there is no positive evidence 
of limited life, then I would conclude that it is an enterprise 
investment; since I assume that there is no basis for judg¬ 
ing the life of the enterprise, I have to carry on with that 
enterprise life investment associated with it. 

Q. How do you distinguish such intangibles from large 
concrete dams where there is no positive evidence qf the 
limitation on the life? 

A. Well, there is positive evidence that even concrete 
dams will have limited life. There have been small dams; 
there are dams of different sizes; dams have been retired; 
dams have been washed out. Even fairly large dams have 
been washed out. You will recall out in Montana, a dam 
up at Houser Lake, I believe, was washed out. 

Q. That was not a mass concrete dam, was it? 

A. No, it was a steel dam. 

Q. And the fact is that that was due to faulty construc¬ 
tion. 

A. Well, now, I am not sure that there may not be con¬ 
crete dams that may have faulty construction. 

Q. All right. Let’s leave faulty construction out 

2506 of the picture then. Now, properly constructed mass 
concrete dams of the T. V. A. type—is there any 

positive evidence of limitation on their life? 

A. Yes, I think there is, and I should think there must be 
if T. V. A. is depreciating them. Otherwise, T. V. A. is 
loading its cost with an item that should not be there. Now, 
when T. V. A. depreciates, or any power company depre¬ 
ciates, a dam—a large concrete dam—it is certainly on the 
assumption that it has limited life. 

Q. Isn’t it a fact that they depreciate such dams in the 
absence of positive evidence of limitation on the life? 

A. No, sir, I would not put it that way. I would express 
it in this way, that the power company, private or public, 
has had positive evidence that all physical depreciable 
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property is mortal, and they simply carry that basic as¬ 
sumption over to all kinds of property. 

We say that there has been no experience in wash-outs 
of big concrete dams, or no experience in retirement. I am 
not sure about that. I wouldn’t attempt to say that there 
has been no concrete dam that has not been retired for 
physical or functional purposes. 

All right. Depreciation provides not only for wear and 
tear, but for obsolescence and inadequacy. Suppose atomic 
energy is developed to a point where power can be pro¬ 
duced more economically that way than by hydro- 

2507 generation. Now, it is perfectly possible that those 
large concrete dams would no longer be used for 

power development. 

There is a recognition of obsolescence or inadequacy as 
a controlling condition for property retirement. I do not 
suppose that when a power company five or ten years ago 
embarked upon a program of depreciation for large con¬ 
crete dams that it had specifically in mind atomic energy; 
but many things have happened to bring about obsolescence 
or inadequacy. The specific thing was not known at the 
time, yet experience was of sufficient weight that that con¬ 
clusion was reached—that inasmuch as there had been 
positive occurrences of that kind in the past, the same kind 
of thing might happen in the future. So I think there is 
positive evidence. 

Q. I understand that you regard the possibility of power 
development from atomic energy sources as positive evi¬ 
dence of the limited life of mass concrete dams—large mass 
concrete dams? 

A. I have used that merely as an illustration of the things 
that happen to bring about obsolescence; and I have said 
that I don’t suppose that five or ten years ago people fore¬ 
saw atomic energy, but they did know that obsolescence 
and inadequacy develop in many ways. 

I don’t suppose that the street railway industry in 1900 
foresaw competition with the private car or with the trolley 
coaches and motor buses and Diesel buses; yet it 

2508 seems to me that far-seeing management isn’t guided 
in obsolescence and inadequacy by the things they can 
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put their fingers on today, but rather they are guided by 'the 
fact that technological developments and improvements are 
taking place almost constantly, and since certain things 
have happened in the past there is a probability that fhe 
same sort of thing will happen in the future. 

Q. Mr. Bickley, I know you don’t want the record to look 
as though you are not addressing yourself to answering kny 
question. My question was whether you regard the possi¬ 
bility of the development of power from atomic energy 
sources as an evidence of the limited term—as positive Evi¬ 
dence of the limited term—of mass concrete dams ? 

A. I believe that if read, my answer will be found to 
be responsive, but if you have any doubt about it, I vyill 
answer your point just as specifically as I can. Taking 
conditions as we now know them, I would say that the pos¬ 
sibilities in atomic energy development might be such as to 
render obsolete large concrete dams. 

Q. And you regard that as positive evidence of the 
limited life expectancy of large mass concrete dams? j 

A. That together with anything else that might happen 
in the way of technological improvement, even though I 
can’t say what those developments might be. 

Q. In determining the life expectancy of tangible 
2509 properties, including large mass concrete dams, 
are you not limited to considering factors which are 
known to be in current operation? 

The Witness: I recognize the language as being in the 
system of accounts. Now that, I believe, is the way tjhe 
system of accounts reads. I think it is a practical matter. 
We go beyond that point. We say factors known to be in 
current operation. Reference is not made to a specific 
cause, but to a general condition, such as obsolescence and 
inadequacy, and experience has demonstrated that those 
forces, whatever the specific cause, have been operative in 
the past, and we assume that they are likely to operate in 
the future. 

Q. Why do not the same factors give you positive evi¬ 
dence of the limited life of intangible assets? 

A. They do not. 
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Q. My question was why? 

A. Because they are not positive factors controlling en¬ 
terprise life. A private power company might have steam 
generating stations, hydro generating stations. The time 
may come when those stations will he rendered obsolete by 
reason of some other form of tangible replaceable property. 
But that does not place a life upon the enterprise. It is the 
enterprise life that is significant, sir. 

2510 I read recently that there is no great threat to 
steam generation through atomic energy develop¬ 
ment, except possibly in the steam end of the plant. So I 
don’t conclude that a change in technological development 
will limit enterprise life, because the existing utility may 
be quite able to adjust itself to those technological improve¬ 
ments. 

Q. You can conceive of the possibility of technological 
development making obsolete a part of a utility enterprise 
system, but you rule out the possibility of technological 
improvement rendering obsolete the enterprise, is that 
correct? 

A. That is not so. I am willing to go to that sort of 
imagination. I don’t say that in any derogatory sense. 
Let’s assume that something may happen to wipe out the 
enterprise. If and when that happens, then everything con¬ 
nected with the enterprise goes out. But we have no evi¬ 
dence as to when that is going to take place. However, if 
there were evidence—and I would want—I think we would 
all want—pretty substantial evidence that such an event 
will come to pass—then I think it would be proper to amor¬ 
tize the intangibles. 

However, in doing so—and I think this is important— 
the amortization of those intangibles would of necessity 
have to be as operating expense charges, just as the amorti¬ 
zation of the physical property would have to be as 

2511 an operating expense charge. 

Q. I would rather not get off on that tangent right 
now, Mr. Bickley. I would like to pursue the original 
tangent a little bit further. 

A. Mr. Wahrenbrock, I have gone along with you and I 
have said that if there is positive evidence that the enter- 
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prise will cease to exist then we ought to amortize every¬ 
thing connected with the enterprise. But I go further and 
say that I think there ought to be a pretty big abundance of 
evidence before we conclude that the electric utility industry 
is headed for extinction. 

Q. Now, let me understand. We are talking now about 
positive evidence of limited life, and we have apparently 
three elements to consider—positive evidence of limited 
life of tangible property, such as mass concrete dams—large 
mass concrete dams; we have the comparable factor of what 
is positive evidence of limited life of the electric utility 
industry; and then we have another question as to what is 
positive evidence of limited life of an intangible. 

Now, you say that the possibilities inherent in the develop¬ 
ment of energy from atomic energy sources constitutes posi¬ 
tive evidence of limited life for large mass concrete dams, 
and may or may not with respect to the enterprise, but does 
not as to the intangible—is that correct? 

A. No, sir, I don’t believe that quite summarises 
2512 what I want to say. I believe I said that we start 
w r ith the fundamental assumption that tangible k-e- 
placeable property does have limited life. 

Q. Of course, my examination is as to the basis for tljiat 
assumption. 

A. That is what I was coming to. We start with that 
assumption because experience has proven over and oder 
again that tangible replaceable property is mortal. Neprt, 
as to the large concrete dam, the same principles apply 
there—the same kind of thought as applies to any other 
tangible replaceable property. 

I mentioned atomic energy as one of the things that ive 
hear about in connection with the obsolescence or inade¬ 
quacy of large concrete dams. 

To go a step further, I believe it is fundamental tljat 
80 percent or more of property retirements are attributable 
not to wear and tear but to obsolescence and inadequacy. 

Next, as to intangibles, I have said that if there is no 
positive evidence of limited life, then the assumption—add 
a proper assumption—is that the life is associated with 
the life of the enterprise. 
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Q. My question goes as to the basis for that assumption, 
Mr. Bickley. 

A. Yes. As to why that assumption is made, it is because 
these intangibles represent an investment, not as- 
2513 sociated directly with physical property or with 
something of limited life, but with the enterprise in 
existence. 

Q. That is an assumption in turn, is it? 

A. Well, it is an assumption in the sense that everything 
else being barred out, that is all that remains. 

Q. Or else that the intangibles aren’t there anyway? 

A. If they are not there. 

Q. That could be assumed, as long as we are assuming? 

A. Well, we can assume it under certain facts, but I don’t 
assume it at the outset. 

Q. What I am attempting to get at is the basis for the 
assumptions which you do make and to see whether they 
justify your assumptions more than some other assump¬ 
tions, such as the assumption that the intangible isn’t there. 

A. If it is a fact that intangibles are not present, then 
there is no problem with respect to the intangibles. 

#•••••• 

2526 Q. How do you determine that an intangible is 
associated with the enterprise; that is, say for the 

purpose of concluding that it has a life co-terminus with the 
life of the enterprise? 

A. One method would be by process of elimination. We 
find an excess of purchase price over original cost which is 
not identifiable with physical property, and by physical 
property I here mean tangible replaceable, and such 

2527 physical property as land, or interest in land. 

We find, then, that the remainder of the excess of 
purchase price over original cost is due to intangibles. Sup¬ 
pose we find further that none of the intangibles included 
in Account 100.5 are limited life intangibles. Then by such 
process of elimination, they are unlimited term to be associ¬ 
ated with the life of the enterprise. 

The Witness: That is, if they are not known to have 
limited life, it seems to me it follows that they must have 
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unlimited life in the sense that they are associated with the 
enterprise. 

Q. I suppose we could argue the logic or lack of lope of 
our respective positions here for some time, and I don’t 
mean to do that, but is that the only alternative? 

A. That they are either limited life or unlimited life ? 

Q. Yes. 

A. As far as I know; the Committee of the Americah In¬ 
stitute of Accountants classified intangibles in those two 
categories, if I recall correctly, limited term and unlimited 
term. 

2528 Q. Let’s, for this purpose now, return tq the 
example, the hypothetical example which I posed at 

the first of this morning’s session; that is, the acquisition 
by a municipality of an electric utility or the portion pf an 
electric utility property which is located within the corpo¬ 
rate boundaries, paying a price which contains excess over 
that representing payment for the land and tangibles, and 
paying that excess to obviate questions which would other¬ 
wise have to be litigated with respect to severance damages, 
and to obviate the necessity for further condemnation or 
other legal proceedings, or appeals. 

With respect to the excess payment, so-named, you!con¬ 
cluded, I believe, that that represented an intangible of in¬ 
determinate term, and you say, do you, with respect to such 
a situation that the only alternatives, the only possible al¬ 
ternatives would be either limited or unlimited term in¬ 
tangible, and you reject the limited term intangible op the 
facts stated? 

A. In the facts you have stated, I assume that the excess 
of acquisition cost over the value of the physical property 
is the portion of the acquisition account with which wQ are 
dealing, because in your question you assume—you tvere 
addressing yourself to excess of purchase price oveij not 
the original cost, but over the value of the physical property. 

That may not be the full measure, of course, of the 

2529 acquisition adjustment account. 

Q. My statement was that the excess represented 
the portion of the payment made not for the land oil the 
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physical structures, but in excess over what was paid for 
the land or the physical structures. 

A. That is the point I wanted to be clear on, Mr. Wahren- 
brock, whether you were recognizing there, and we were 
thinking in the same terms- 

Q. I make my statement without respect to value or 
original cost. I make it in terms of what the payment was 
for, and I am saying the portion of the payment that I am 
dealing with is the portion which is in excess of that portion 
which is paid for the land and the physical structures. 

A. Now, you say you are making your statement without 
reference to either original cost or value! 

Q. Yes. 

A. Is that exactly correct! Because it seems to me your 
statement assumes that this excess of purchase price is the 
amount over and above the value of the physical property. 

If $100,000 was the purchase price, and you say that 
$90,000 was the value of the physical property, and $100,000 
included $90,000 for that physical property, then you are 
saying that the physical property was worth this $90,000, 
and that is what was paid for it. 

2530 Now, in that event, the $10,000—and this is the point 
I think we are trying to get to—must be an intangible. 

Q. An intangible asset! 

A. Yes, sir, that assumption necessarily and logically 
leads to the conclusion that that $10,000 is an intangible. 

Q. And you cannot assign a limited term life to that in¬ 
tangible! 

A. I pointed out that we had to eliminate the possibility 
of franchise cost. We are not dealing with water power 
value, because that to me is not an intangible, but is a part 
of the cost of land. 

In the absence of some conceivable evidence that the 
$10,000 is not an intangible of limited duration, then I would 
be forced to conclude that it is an intangible of unlimited 
duration to be associated with enterprise investment as an 
enterprise cost. 

Q. Then the result in that situation is that the intangible 
asset, which is the least susceptible to analysis, to demon¬ 
stration, constitutes as durable an asset as land itself! 
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A. That may well be, and in fact it might extend beyond 
the useful value of land, and I mean useful value of lanq to 
the particular enterprise. 

Q. Now, if the purchaser would—to take the figures that 
you last assumed in order to make the question 
2531 somewhat more concrete—have been willing to f>ay 
$90,000, that is, the municipality would have been 
willing to pay $90,000 for the land and structures, but with¬ 
out any consideration of value, any conscious consideration 
of value, the purchaser paid $10,000 more just to get out| of 
the litigation, to avoid the litigation, the court processes 
and the delays incident thereto it paid $10,000 more, a:nd 
there was nothing in the resolution or the ordinances or 
any proceedings that were gone through, or any reports that 
were made, there is no evidence whatever of anybody saying 
anything about value, would you reach the same conclusion? 

A. One might very well reach the same conclusion, be¬ 
cause we are dealing with a commercial transaction. What¬ 
ever the reason, the purchaser has found it worthwhile |to 
pay a certain total amount, $100,000, to use the same illus¬ 
tration. When the purchaser pays $100,000, it seems to me 
it must be assumed that the purchaser believes the property 
to be worth $100,000 for one reason or another. 

That in itself doesn’t mean that a certain part of the pur¬ 
chase price does or docs not have to be written off. We 
have to go from that point on, and as far as the facts that 
we have before us so far are concerned, I would adhere to 
my previous answer. 

• •••••• 

2551 Q. Yes. But I am referring now to your sug¬ 
gestion that the fixed capital purchase adjustment 

you proposed at one time be divided into two parts, tlje 
part which was in excess of value and the portion which is 
the difference between original cost and value. 

I am now suggesting to you that if purchase price repre¬ 
sents value as you have suggested, then there is never any 
difference between value and purchase price to be recorded, 
as you suggested in a subdivision of the acquisition 

2552 adjustment account? 

A. I see what you have in mind. In the first place 
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the purchase price represents value established in a com¬ 
mercial or market transaction. 

Secondly, I said that if that commercial value, as estab¬ 
lished in the market transaction, were in excess of value 
as found by the Commission, then a certain treatment 
should be accorded the excess of commercial value over 
Commission value. That has happened. 

Q. What is that? 

A. That has happened. And this second case we were 
considering just before recess appears to be an instance 
of that kind. 

Of course that is because of the peculiar nature of public 
service enterprise, where a regulatory authority may have 
the power to fix the value which it will recognize. When 
a commission fixes a value at less than commercial value, 
as represented by market price, it seems to me that it is 
saying in effect that while the utility incurred that cost 
in a free market transaction, as far as regulatory processes 
were concerned, that full value would not be recognized, 
and that the utility would not be permitted to earn on the 
amount in excess of the Commission determination of value. 
So inasmuch as a portion of the purchase price would have 
no earning value, that is no economic value from that 
2553 point on; and, having no economic value, after the 
expenditure had been made, there would he no use in 
retaining that excess amount in the accounts. 

The same thing could happen with respect to property 
constructed. The utility might expend a million dollars 
on constructed property. Sometime later the Commission 
may say that the value is less than the cost of construction. 
It may go further and say that it will never be worth any 
more than that. 

If the Commission reached that point it would seem to 
me the utility might just as well get rid of the excess. 
However, we have to recognize the fact that a value for 
rate making purposes is temporary, but when the Commis¬ 
sion in connection with a property acquisition says that the 
value that it will recognize is less than the commercial value 
paid, and that the difference has to be written off to sur¬ 
plus, then it seems to me the Commission is placing a ceil- 
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ing of value on that property, unless sometime later jthe 
Commission were to find that the earning value of that 
property is more than the value that it originally deter¬ 
mined. 

In that event I think there would be a strong argument 
in favor of restoring to the property account that portion 
of this original excess of purchase price over Commission 
value, because the Commission then recognized an eco¬ 
nomic value for the property. 

2554 Q. Supposing that at the time of acquisition the 
Wisconsin Commission should have determined that 

this value you speak of—this ceiling, as you have referred 
to it—should be at the figure of original cost, do you pee 
any reason why the entire excess over that figure should 
not be treated as you propose the portion in excess of 
value should be treated? 

A. You are there dealing with the manner in which the 
Commission determines value, and to me that is of no im¬ 
portance. 

If a commission is committing itself to, we will say, 
depreciated original cost as a rate base, then any amount 
in excess of depreciated original cost would have no eco¬ 
nomic value and in that event- 

Q. What would it therefore represent? 

A. In that event it seems to me that the difference ought 
to be disposed of immediately because a loss has occurred 
through governmental action, and such losses can occbr, 
but at the same time I am still left with the thought that 
the Commission is determining economic value not on the 
basis of what the present owner has paid for his prop¬ 
erty, but on the basis of what some prior owner, perhaps 
many years ago, paid for the same property. 

But the only point I wish to make in that connection is 
that the introduction of original cost into this thought 

2555 is simply defining the manner in which the Commis¬ 
sion arrives at value. 

Q. Then your proposal, which you say you made as a 
result of studies undertaken and completed after the 1931 
revision of the Wisconsin system of accounts, which \^as 
that the acquisition adjustment account should be divided 
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on the basis of the Commission determined value, amounted 
to this, did it, that the portion of the acquisition adjust¬ 
ment which was in excess of the amount on which the com¬ 
pany would be permitted to earn should be disposed of— 
should be eliminated from the books, while the balance 
should be retained in the books, is that correct? 

A. Well, I am not sure that you stated just exactly what 
I had in mind. 

Q. What I mean to point out is the determinative ques¬ 
tion whether they are going to be permitted to earn, and 
how much they are going to be permitted to earn on it? 

A. Well, the important point was that any excess of 
purchase price over Commission value was to be charged 
to surplus, and that was in line with a long established 
policy of the Commission, as shown in the 1935 or 1936 
transaction we were discussing a short time ago. The Com¬ 
mission had followed that practice. 

Now, in doing so, it was on the theory—and I can see no 
other justification for it—that the Commission value 
2556 at that time placed the ceiling on the earning value 
of the property, and if that did place a ceiling on the 
earning value then there would be no need for retaining any 
excess over that in the accounts. 

It was a loss that was incurred when the Commission 
made its finding of value. 

Now, pursuing this matter a little further, let us sup¬ 
pose that after a commission had made such a determina¬ 
tion and it ordered the immediate write-off to surplus of 
the excess of purchase price over the then-determined value, 
but sometime later the Commission revises its concept of 
value for earnings purposes, and permits the company to 
earn on a part of what was written off, then it seems to me 
there would be good grounds for bringing back into the 
plant account a portion of what was written off. 

Q. Even though no new cost had been incurred ? 

A. Even though no new cost had been incurred, because 
the costs had been incurred at some time in the past, but 
a part of that cost had been required to be charged off to 
surplus because the Commission found the value to be less 
than cost, but in pursuing it to the next stage, we find 
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where we assume that the Commission restores a part of 
that extinguished value. 

In that event I think there would be good grounds for 
bringing that portion of the cost back into the prop- 

2557 erty accounts. 

Q. Then it follows that what should be recorded in 
the company’s plant accounts depends upon the rate which 
the Commission fixes? 

A. No, sir. 

Q. Well, doesn’t it from what you have just said, Mr. 
Bickley ? 

A. I was about to explain that. The fundamental basis 
for recording fixed assets is cost. When we depart from 
cost we are going to a value concept. In this order of the 
Commission to which reference was made, the Commission 
departed from cost, and went to value, and ordered that the 
excess of cost over value be written off to surplus. j 

Now, that is a considerable departure from cost. jBut 
what I now said is that if the Commission, by some process, 
brings to life again a portion of the extinguished cost, ijhat 
could properly be restored. In doing so there is nqt a 
departure from cost, because the cost was more than the 
orginally determined value. 

Q. No matter how long before the cost had been j ac¬ 
quired—no matter how long it had been written off—if at 
any time in the future earnings rose to the point where they 
provided a return on an amount in excess of the amount to 
which they were written down, then they should be written 
up again, is that correct? 

2558 A. I have been speaking of course of permissible 
earnings under the state regulation, or the regula¬ 
tion of any public authority. 

It seems to me that when the Commission made such a 
finding as it did in the case we had before, it was saying 
in effect that as far as it could foresee, the permanent 
value of the property would he less than the amount paid 
for it, and it is only because of a permanent decline in 
value that there should be a departure from cost. 

So that is what the Commission was in reality finding, 
that the permanent value was less than cost. 
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However, due to perhaps many things, a portion of that 
cost comes to life again, and the Commission recognizes 
it as an earnings base, and the new base is permanent as 
far as the Commission can foresee. 

It seems to me that the utility ought to be permitted to 
restore that portion of its extinguished cost, inasmuch 
as it came out of stockholders’ equity originally, or came 
out of stockholders’ investment, and I don’t see any im¬ 
position on the consuming public when this cost is restored 
to the plant account. 

Q. Then if after it is restored the next year the Commis¬ 
sion makes another finding that it does not have value, 
then it is taken out again? 

A. I have not said that this thing takes place from 
2559 year to year. I think a rule of reason must he ap¬ 
plied, and what the rule of reason is, I could not 
spell out, because there are so many things that might 
have a bearing on it. 

All that I am saying is that if there is reason to believe 
that a part of cost extinguished through stockholders’ 
equity has again come to life with some degree of perma¬ 
nency, it would be proper to restore that portion of the 
cost. 

Q. Well, now, what does it take in a Commission finding 
to make its finding of a permanent nature, its finding with 
respect to value, to make that of a permanent nature? 

A. Perhaps the theory or the philosophy of earnings 
value. Suppose a Commission has been working on a pru¬ 
dent investment rate base theory, and then changes its 
concept of rate making and goes to fair value. The whole 
picture might be changed, and changes in basic concept 
don’t occur very often, and in any event I don’t think it 
makes much difference how often it takes place. Well, I 
would qualify that. I wouldn’t do it every day, or neces¬ 
sarily every year, but I would look forward to some degree 
of permanency in condition. 

In any event, as long as there is nothing more than a 
restoration of cost, which at one time the stockholders 
absorbed, I don’t see how any harm or any injustice can be 
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done to the ratepayers, and I think under those conditions, 
cost could he restored. 

2560 Q. If the Commission which approves the acquisi¬ 
tion and fixes a ceiling on value which results in 
charging off the excess over that ceiling is succeeded by a 
Commission which adopts a different theory of rate making 
and a higher basis, and it finds this amount should be in¬ 
cluded, is that permanent or impermanent if the prospeclj is 
that the second Commission will be succeeded by a further 
change in membership? 

A. There may he a sufficient indication of permanency 
at any of these stages to justify the restoration of cost, and 
I have to emphasize over and over again that we are still 
within the limits of cost, and that when a departure is made 
from cost, a serious step has been taken. 

Q. The fact that it is possible that this amount may, jin 
accordance with your suggestion, go in and out of the 
accounts is not in itself a factor which indicates that thjey 
are of such dubious character that they should be eliminated 
from the accounts, in any event? 

A. Well, you mean eliminated from the accounts perrria- 
nently? 

• •••••• 

j 

Presiding Examiner: Do you mean one Commission may 
put it in and another take it out? 

Mr. Wahrenbrock: Yes. 

The Witness: Well, it seems I was answering by askifig 
a question, so let me try to clear this up, and I have already 
indicated my general thought. 

In a situation of the kind we have been discussing, I think 
a rule of reason has to be applied. Now, I cannot now define 
that rule of reason. 

I have tried to emphasize that when the Commission jn 
the first place departs from cost, it is taking a serious step, 
and in doing so it should not depart from cost unless 
2563 it has adequate reason to believe that the value it is 
fixing is a ceiling value from which thereafter fio 
departure would be required. 


1104 


But if for some reason that ceiling value may prove to 
be inadequate, and the same men on the Commission might 
find it to be inadequate, they could correct it by placing a 
higher value on the property and permitting the restoration 
of part of the extinguished cost to the plant account. 

If any other Commission, for any reason found that this 
previous ceiling proved to be too low and recognized a higher 
value, again being guided by a consideration of permanency 
of finding, then that portion of the extinguished cost should 
he restored. 

Beyond that I cannot spell out the conditions that might 
cause restatements from time to time of the property ac¬ 
count still remaining within the confines of cost. However, 
I am not suggesting constant or frequent changes in state¬ 
ment of cost—not statement of cost, but rather in state¬ 
ment of value within the limits of cost. 

When you get to matters of that kind, it seems to me that 
we just have to wait until we find what situation we are in, 
and then make our decision, hut I would emphasize that I 
could see no inequity in restoring a portion of cost to prop¬ 
erty when the extinguished portion was against stock¬ 
holders’ equity. 

2564 Q. Would you say conversely that after a Com¬ 
mission had fixed a value, let’s say in a $100,000 ac¬ 
quisition with a $10,000 acquisition adjustment the Com¬ 
mission fixes a value at $95,000—that is, allows half of the 
acquisition adjustment in the value—and subsequently the 
Commission says the value isn’t that high, and reduces it, 
we will say, to $92,500, the excess over $92,500 should then 
be charged to surplus? 

A. I believe there are provisions in the present system 
of accounts to the effect that when there is a permanent 
loss in value, the loss is to be recognized, and that can 
apply to any kind of property. 

Q. What provision are you referring to ? 

A. It is certainly in the accounts with respect to invest¬ 
ment, and as far as principle is concerned, I don’t see what 
difference there is. 

Q. That doesn’t relate to the plant account? 

A. Well, as far as principle is concerned, it seems to me 
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it is the same thing. If a Commission finds a permanent 
loss in value, then cost could be written down to value, or at 
least there would then be on the books, in the absencd of 
such procedure, an amount having no earning significance. 

Q. Can you by reference to the System of Accounts point 
out the provision that you have reference to? 

A. It is not with respect to the plant accounts.! 

2565 Q. Well, with respect to plant accounts, should any 
such loss be charged off to surplus ? 

A. We are assuming a permanent loss in value. YeS, I 
can see no objection to writing that off to surplus. 

If, however, the loss could have been foreseen, the utility 
should have the opportunity to recover it through operating 
expenses. Or let me give an analogy. 

Q. When you say “through operating expenses”, you 
mean by amortization? 

A. By amortization if the loss can be foreseen. 

Now, I think we can find an analogy. Utility property 
has become obsolete, and has been retired before full re¬ 
covery has been made of the investment. The property ljoss 
is chargeable to a suspense account, and in some cases a 
utility is permitted to recover that loss through future 
operating charges. 

May I see the System of Accounts? Perhaps I can find 
a direct connection. 

Mr. Lasley: I believe you will find that is Account 1]41. 

The Witness: That is right. Account 141 can well con¬ 
template that possibility. It is an extraordinary property 
loss, but if there is a loss, then I don’t think there is any 
doubt about the results of the loss. 

Q. You are referring to the language of Accoijmt 
141? 

2566 A. Yes. 

Q. Subparagraph (a), which reads: “This ac¬ 
count shall include when so authorized or directed—” j 

A. Account 141 refers to two general conditions. 

Q. May I just continue reading it? 

“—by the Commission, losses in service value of property 
abandoned or otherwise retired from service which are hot 
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provided for by the depreciation or other reserves and 
which could not reasonably have been foreseen and pro¬ 
vided for. It shall include also when so authorized and 
directed by the Commission extraordinary losses such as 
unforeseen damages to property which could not reason¬ 
ably have been anticipated and which are not covered by 
reserves or by insurance.” 

Now, do you rely on that as authorizing the charging-off 
that way of losses due to obsolescence ? 

A. Well, such losses as are covered here would he due 
primarily to obsolescence. Losses in service value of prop¬ 
erty abandoned or otherwise retired from service not 
covered by depreciation reserve would mean that ob¬ 
solescence has been accelerated beyond the point con¬ 
templated by the accruals in the reserve. 

Now, this is not completely analogous with the situation 
we have at hand, but I would still have difficulty in seeing 
the difference between the determination made at the 
2567 time of purchase as to a value construed to be per¬ 
manently less than cost and a value found any time in 
the future to be permanently less than cost. 

It seems to me that the difference is only in point of 
time. 

Q. Getting back to the proposition that a purchase price 
represents what you referred to as commercial value, and 
your suggestion that the Commission might properly deter¬ 
mine a value for purposes of its regulation of the utility 
which would be less than the purchase price or the com¬ 
mercial value, will you explain in such a circumstance what 
the purchaser would be paying for by that portion of the 
purchase price which is in excess of the Commission deter¬ 
mined value? 

A. It would be paying for anticipated earnings or earn¬ 
ings which he expected in excess of the earnings which he 
is permitted to realize. 

Q. Is that an intangible ? 

A. Well, it would be tangible or intangible. It depends 
upon how far the cut goes. But I think the important thing 
is not whether it is tangible or intangible, but the fact that 
the earning value in the aggregate is less than the purchase 
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price, and it doesn’t make any difference what the makeup 
of the excess over value may be. It is the total that would 
fail to materialize. 

2568 Q. Now, you say that in such a circumstance where 
the purchaser pays a price in excess of the value 

fixed by the Commission, he is purchasing earnings which be 
anticipates even though the Commission does not propqse 
to allow them! 

A. He apparently has made a mistake in his judgment as 
far as the Commission is concerned. 

Q. Well, if that portion of the purchase price which he 
pays in excess of the Commission determined value dobs 
not represent tangibles, what kind of an intangible is ijt? 
It is indeterminate term? 

A. It seems to me, assuming that it was an intangible, 
that the intangible has ceased to exist at that moment. 

Q. At the moment of acquisition? 

A. At the moment of acquisition, or upon the determina¬ 
tion by the Commission that it shall be charged off to sur¬ 
plus. 

Q. Then when we are dealing with intangibles, they mhy 
be intangibles that may cease to exist at the moment of 
acquisition, or they may be fixed term intangibles, or they 
may be indeterminate term intangibles. Is that correct? 

• •##••• 

2569 The Witness: The point I was making is that tlje 
buyer pays a price based upon his expectation of 

earnings. Immediately after he pays the price, er it may be 
semetime later when the Commission passes on it, the Com¬ 
mission says in effect the purchase price was excessive. 

Now, let us assume that this difference was attributable 
to intangibles in the mind of the buyer, and the Commission 
says, “You were wrong in your opinion about value of this 
property. You paid it and it was a cost to you, but we will 
not recognize that cost. ” 

And I have assumed now that in the mind of the buyer 
he was thinking in terms of an intangible because he may 
have had the value of the physical property in mind. 

Well, his concept or his idea of value fails to materialize. 
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In other words, he paid a price and the price was too much, 
as found by the Commission. The loss then takes place. 

Now, I wouldn’t be much concerned in a matter of that 
kind whether we are dealing with tangibles or intangibles. 
It is the total that the buyer is interested in, and how much 
he may retain. 

Q. And if the Commission has acted and made its finding, 
made its determination in the course of giving its approval, 
which is a prerequisite to the purchase acquisition, and 
the purchaser thereafter pays the larger purchase 

2570 price, the excess over the Commission determined 
value has ceased to represent anything that has exist¬ 
ence before it is paid. Is that correct! 

A. Well, I think in that case the buyer would be paying 
for something which he thought he was getting, but which 
in fact he didn’t obtain, whatever it may have been, whether 
it was physical property, value for physical assets or value 
for intangible assets. 

Q. In that case, would you call the purchase price a com¬ 
mercial value T 

A. It was a commercial value in the sense that it was a 
market value, hut because it is a regulated industry, we 
have a condition peculiar to regulation involved. 

However, I suppose the same thing could happen with an 
unregulated property. A purchaser might pay a certain 
amount for a manufacturing plant. He enters into a firm 
contract. He makes payment, and by the time he takes over 
the property, he finds that the market has gone. He has 
suffered a loss if there is no possibility of the market being 
restored. 

Q. Now, we are close to the end of the day, hut I would 
like to button up one thing, if I can, here. 

You have made one of the criteria of the writing-off to 
surplus or the restoration of part of the actual cost the 
question of whether it has permanently disappeared or 
permanently reappeared as a value, and you have 

2571 been rather vague on the basis of judgment as to 
such a permanent disappearance. 

If you want to leave it stand at that—that is, if your testi¬ 
mony is, “It is vague; I refuse to be pinned down,” I don’t 
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want to waste time, but I do want to give you every oppor¬ 
tunity to make that just as clear, as definitive as you, as 
an accountant having to pass on the question, would have 
to have it in order to actually guide you in determining 
does it go off, does it come on, or does it stay. 

A. I have said in response to that question that I cpuld 
not spell out all the matters that might be considered in de¬ 
ciding whether or not a change was permanent. 

Q. Because you don’t know them? 

A. Because I can’t conceive of all the things that might 
happen. 

Q. What are some of them? 

A. Suppose there is a change in market conditions. A 
utility is serving in a declining area. There have been some 
years of experience to prove that this area is declining, and 
that the original cost can never be realized. That may] be 
adequate evidence of permanent impairment. 

On the other hand, at the time an acquisition was made 
and a Commission finding of value was made at less than 
cost, but thereafter the area experiences marked develop¬ 
ment with every indication of continued development, 
• 2572 a portion of the extinguished cost could be restored. 
They are certain conditions, and they are tangible 
conditions. They are conditions that can be recognized and 
measured with some accuracy, 

Now, to button this up further, it seems to me that if we 
have a concept of uniform value for any commercial prpp- 
erty, including utilities, then security prices might always 
be uniform. I am not suggesting the use of security pricies, 
but I am suggesting that some utilities develop more than 
others, and that some utilities have permanently decline^ in 
value while others have not. 

I am simply proposing a recognition of realities when 
realities can be measured, and I will let it go at that. 

Q. Under those criteria, why would you assume that the 
determination by the Wisconsin Commission, at the time 
the utility acquired a property, that the market value was 
a certain amount was permanent? 

A. I have not said that the market value as measured by 
purchase price was permanent. I have said it was a com- 
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mercial transaction in which a market valne was fixed by 
the transaction itself. 

Q. I am afraid we don’t understand each other, as in the 
case of these two acquisitions to which I called your atten¬ 
tion in the reports of the Wisconsin Commission there was 
apparently a determination of value made by the Wisconsin 
Commission, or at least in one of them. 

2573 A. In one of them. 

Q. I believe you indicated that you believed that 
the writing off to surplus of the excess over that value so 
determined in that case was proper, and I understand from 
what you subsequently said that you deemed that to be 
proper because you believed that determination represented 
a permanent loss in value. 

Now, why should you take that determination by the Wis¬ 
consin Commission as representing a permanent loss in 
value? 

A. For the obvious reason that if it were not a deter¬ 
mination of what the Commission believed would be a fairly 
permanent value, the Commission should not have ordered 
a write-off to surplus of any excess of purchase price over 
that amount. 

Q. The case to which we have been referring is, I believe, 
that which was reported in 12 Wisconsin 315, the transac¬ 
tion involving the Milton Electric Company’s properties, 
and the finding which was there made, and the order which 
was there entered included the following language: 

“The values herein fixed and determined are for the 
purpose of this proceeding only and shall not be taken 
in any other proceeding before this Commission or 
before any other public authority as representing the 
fair value for any other purpose.” 

2574 Now, with that language in the opinion, would you 
nevertheless still take the value which was then 

fixed as a permanent value upon which you might properly 
dispose of the excess thereover by a charge to surplus? 

A. I could see no other view, otherwise it seems to 
me that the Commission would be playing rather freely with 
the funds of the utility. 
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There is no justification for directing a utility to write off 
a part of its cost unless it is believed that such cost floes 
not represent value of a permanent nature. 

Now, I know that this language is found in many orders 
of that kind, and personally I have never had a great deal 
of regard for it. This was a security case, and yet in many 
security cases the Commissions say that the value found 
here shall not be binding upon the Commission for other 
purposes. 

Well, that to me has always carried the suggestion of this 
possibility, that a Commission would authorize an issuance 
of securities based upon a finding of value for security pur¬ 
poses, and the next week turn around and find the value for 
rate making purposes at less than the value found! for 
security purposes. By the second act, the effectiveness of 
the first act would be destroyed in part at least, and I never 
had much regard for that kind of practice. 

2575 Q. As a matter of fact, there would be no Commis¬ 
sion action which you would point to as having the 
actual economic effect of determining value until there has 
been a Commission fixing of a rate for this property. Isn’t 
that correct ? 

A. That is largely so, except the possibility that a utility 
may earn more than allowable earnings. On the other hand, 
it might earn less than allowable earnings, but the matter 
of economic significance is whether or not the property j has 
an earning value. 

Now, I say that when the Commission goes to the point of 
directing a utility to write off part of its cost, the Cjom- 
mission can find justification in that action only on the 
grounds that as far as can be reasonably foreseen in the 
future, the Commission would not allow the company to 
earn on anything in excess of that value, for if it did, then 
it should not have required the utility to write off the 
amount. 

That to me is just rather a matter of logic. 

Q. Then the Commission’s determination at the time 
of the acquisition which, so far as it resulted in any actual 
action by the utility, was limited to accounting require¬ 
ments only, rises in your mind to equal dignity or equal 


1112 


economic effect or importance with the action of the Com¬ 
mission in fixing a rate? 

2576 A. Well, you say in accounting matters, only in 
such a manner as to indicate that it is just a book¬ 
keeping matter, that is merely bookkeeping, as some people 
say. 

A statement of that kind in my opinion carried an un¬ 
fortunate implication. There is no such thing as mere 
bookkeeping. Bookkeeping is a part of accounting, and 
accounting ought to express the actualities of a business. 

When a company is ordered to reduce its surplus by a 
transaction or entry of this kind, it is a matter which in my 
judgment is of great importance. It might affect the mar¬ 
ket price of securities. It might affect the ability of the 
utility to raise funds. 

We are dealing with amounts of varying degree, but we 
have to apply principles to those conditions, and if such a 
write-off were good in one instance it might be good in 
another instance. But when a Commission orders the 
write-off, then I say the Commission is in effect finding 
value which should have some permanency, or which in its 
opinion has permanency. 

Now, let’s suppose a Commission directs a write-off of 
some asset to surplus, or out of stockholders’ equity over a 
period of years. In my opinion, a utility can be harmed 
by that, and very directly. 

2577 Q. Will you continue? 

A. Summarizing the situation, I can only repeat 
what I said before. 

Q. Well, your answer still doesn’t bring in the relation¬ 
ship which I asked by my question of the effect, the economic 
effect of an accounting requirement, such as you are refer¬ 
ring to, with the economic effect of a rate order. 

A. The economic effect of a rate order is to determine the 
level of earnings, and thereby—other things remaining the 
same, such as general market conditions—a level of value. 

There can be an economic effect of an accounting require¬ 
ment. Suppose a Commission orders a write-off to surplus 
or amortization out of net income of a portion of cost of 
property. That can have serious repercussions on the cor¬ 
poration, and its investors. 
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If the amortization is out of net income, the first effect 
of that is a reduction of earnings available for stockholders. 
A second effect might he a reduction in dividends. 

The market price of stock is dependent largely upon 
earnings and dividends. If earnings and dividends are 
reduced, a company may have difficulty in obtaining addi¬ 
tional stock money, or may have to pay more for the money 
that it does raise in that way, so the corporation could 

2578 readily suffer and that is not the only way in whidh it 
might be affected adversely. 

When there is a write-off of an asset by direct charge 
to surplus or amortization out of net income, the amount 
of surplus is reduced. When surplus is reduced, a com¬ 
pany having outstanding bonds—and most utilities do— 
would have a higher ratio of bonds to the total of capitali¬ 
zation and surplus. That ratio has a bearing on the finan¬ 
cial rating of those bonds. 

If this procedure went to the point where the rating 
of the bonds were reduced, the company may have to pay 
more for borrowed money, in the way of higher interest 
cost, so that a company suffers both from the standpoint of 
stock financing and also from the standpoint of bond financ¬ 
ing. 

So I say that an accounting direction of that kind can 
have a serious economic effect, a harmful effect on the utility 
corporation itself. 

Q. The Wisconsin Commission’s determination of va^ue 
would not have prevented it, in a rate case thereafter, frpm 
having determined a higher or a lower value for rate making 
purposes, would it? 

A. It would not have, but the Wisconsin Commissipn, 
and no other Commission, would have the slightest grounds 
for ordering a write-off of a part of purchase price pn- 
less it predicated such action on a conclusion that the 

2579 property would never be worth more than that, or 
would not he worth more than that as far as it could 

be reasonably foreseen. 

Q. Then is your conclusion that the excess over Commjis- 
sion determined value is properly charged or required to 
be charged off to surplus dependent upon your assumption 
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that rates will not thereafter be fixed on a lower or a higher 
basis ? 

A. Well, I think the approach ought to be from a some¬ 
what different angle. 

Q. Can you answer that! 

A. We are dealing with a Wisconsin situation. We are 
not dealing with some other state or some other regulatory 
jurisdiction, but specifically with Wisconsin. 

Now, Wisconsin has had this requirement. A system 
of accounts would be unrealistic if it weren’t framed in 
reference to the Wisconsin statutes, and Wisconsin practice, 
so that when a system of accounts makes such provision, 
it is simply recognizing a local condition. 

That to me is not the important thing, and I don’t think it 
is the thing that we have been spending most of our time on. 
We get back to the question of what justifies a Commission 
in directing a write-off of a portion of cost, and it is my view 
that such an order should not be issued unless the Com¬ 
mission is of the firm opinion that the property will never 
be worth more than that. Otherwise the Commission 
2580 would simply not justify its action. 

Q. And if the Commission is of that opinion, it may 
properly require the excess to be written off to surplus! 

A. If a Commission finds that a portion of cost is lack¬ 
ing in permanent value, and if the Commission can make 
its order stick, and thereby has control over the important 
thing in the economic life of the enterprise, namely its 
earnings, and the Commission says, “This property has no 
earning value”, then the logical consequence is to write it 
off. 

But I am assuming that the Commission has the power 
and makes the finding in its finding that this is as far as it 
can foresee the ceiling on value. 

Q. And at this point you cannot give us the factors 
which determine whether it is or is not permanent? 

A. I have already indicated what one general condition 
may be. 

Q. Those are the only ones that you have referred to? 

A. Well, they are the only ones I think of at the moment, 
but it is entirely possible that there would be other factors. 

• •••••• 
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2616 Q. You cannot conceive of a company paying part 
of a purchase price for a property in order to elimi¬ 
nate competition or the threat of competition! 

A. The threat of competition in service? Well, 

2617 there may be such a situation, but I can’t see it off¬ 
hand, Mr. Wahrenbrock. j 

Q. If a utility did pay for a property an excess over what 
it would otherwise pay in order to eliminate competition, 
what would that excess represent in the way of an intan¬ 
gible? Would it represent an intangible? 

A. Would you explain to me what you mean by that ques¬ 
tion? 

Q. Just that it pays more than it otherwise would in 
order to eliminate the possibility or the threat of competi¬ 
tion. 

A. You are suggesting that one utility might have the 
right to invade the area of the other utility? 

Q. Yes, if that would produce competition. 

A. Well, that would produce service competition, yes. 
A buying utility may nevertheless be able to get that prop¬ 
erty at a very good price because the buying utility may| be 
able to prove to the other utility it can squeeze it out. 

Q. My assumption is it pays part of its purchase price 
in order to eliminate the threat of a possibility of competi¬ 
tion? 

A. Well, I just have difficulty in seeing this question! of 
elimination of competition in the way that you have bCen 
talking about it, because I think the purchase price is 

2618 paid for potential earnings, and the price has to be 
justified by those earnings. 

I can’t define, and I don’t think you can define or any 
of us can define, all the factors contributing to earnings; 
but I will assure you of this, that the factors—the impor¬ 
tant factors—contributing to earning are not necessarily 
physical factors. 

As I said before, earnings are produced by the applica¬ 
tion of the skill and experience of management in marshall¬ 
ing materials, labor, and capital in the production of goods 
and services to satisfy human wants. 
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Presiding Examiner: Is your trouble with that assump¬ 
tion the phrase, “what it otherwise would have paid”? Is 
that your difficulty? 

The Witness: Yes, I have some difficulty with that, Mr. 
Examiner. 

Presiding Examiner: What is the difficulty? 

The Witness: Well, what it otherwise would have paid. 
I don’t know. I just have trouble with the whole thing. 

Q. You cannot conceive of a part of a purchase price of an 
operating unit or system representing what the buyer was 
willing to pay in order to eliminate competition or the 
threat of competition ? 

A. Well, competition in what respect, Mr. Wahren- 

2619 brock? What kind? 

Q. In any respect. 

A. I cannot enumerate all the ways in which competition 
might take place in business, not even in the electric utility 
business, and when I attempt to answer such a question, I 
could be off in my answer because I wasn’t thinking about 
a certain form of competition; but I must come back and 
repeat again if the purchase price is in excess of sound 
value, the difference is an intangible. 

The Witness: Mr. Wahrenbrock, may I make a cor- 

2620 rection? I have had my last answer read to me. It 
might be clear as it stands, but standing alone it is 

obviously not what I meant, because I have been saying the 
same thing over and over again. 

I said when the purchase price is in excess of sound value. 
I obviously meant in excess of the sound value of the physi¬ 
cal property. 

Mr. Wahrenbrock: I am perfectly willing to have that 
statement made. 

Q. I show you page 1303 of Volume 2 of the printed rec¬ 
ord on the appeal which was never perfected in the Montana 
Power Company case, and ask you whether you there testi¬ 
fied as follows, in response to this question: 

“Q. Do you recognize, Mr. Bickley, that in acquisi¬ 
tions of property there is what might he called at times 
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payment for nuisance value? Do you recognize suclji an 
intangible as nuisance value arising in acquisitions t 
“A. I would have a little difficulty in recognizing it 
as a value. It is entirely possible that any type of busi¬ 
ness will buy a property to get rid of it, to get 
2621 rid of any possible impact that property may 
have on the operations of the company under Con¬ 
sideration, but I am not talking about nuisance value 
as an intangible. I recognize that something might be 
paid to get rid of competition, or some other condition 
that the buying company wants to remove.” 

j 

Did you so testify there? 

A. Yes, and if you will continue in that testimony, you 
will find that we were discussing, I think, the Billings prop¬ 
erty. 

Q. I have read the complete answer. 

A. That does not complete the answer. 

Q. Well, let’s make it plain. Does it or does it not com¬ 
plete the answer? 

• •••••• 

2627 The Witness: I agree that a question was asked 
and that an answer in one paragraph was given,; but 

I do not agree that that is the complete answer to the whole 
thought involved in the question. 

2628 Q. Now, did either the answer or the question in 
the terms there stated incorporate anything necesSary 

to complete them? 

A. It failed to incorporate at that point statements neces¬ 
sary to complete the answer. 

Q. Your statement now is that you did not then at that 
point make a complete answer to that question? 

A. It may have appeared to me to be complete, an£ it 
probably did appear to me to be complete at that point, but 
later I did amplify and explain the answer. 

Q. Now, at that point you were given full opportunity to 
answer as fully as you wanted to ? 

A. Oh, yes, throughout the hearing. 

• •••••• 
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Q. Now, will you please, Mr. Bickley, define what you 

2629 mean by the term you have used, “integration 
value”? 

A. Integration value results from the assembling of prop¬ 
erties into a coordinated unit under common management in 
such a way as to bring about more complete utilization of 
facilities, to render possible further development of service, 
to effect economies in operation, and to give better service. 
• •••••• 

Q. That was my question. I want what are the limiting 
factors. Define it in such a term that is measurable. You 
have not given us a measurable thing. 

A. Then I think it would be necessary to define 

2630 integration, because the value would be derived from 
integration, and integration is the tying together, 

in the case of electric properties of different sources of pro¬ 
duction, different means of transmission to local distribu¬ 
tion areas. 

Q. Now, is that your full definition of integration value? 
A. That is my definition of integration. 

Q. You said it was necessary to define integration. That 
is your full definition of integration ? 

A. That is satisfactory to me. 

Q. Now will you complete your definition of integration 
value ? 

A. Integration value is that value derived from the proc¬ 
ess of integration, and in which there is more complete 
utilization of facilities, in which service improvements are 
made possible, and in which economies may be affected. 

Q. Now, when you say the value derived from the process 
of integration, you mean the additional value derived from 
the integration of facilities? 

A. I mean a value over and above the value, the sound 
value of the physical properties alone. 

Q. Then do you mean that integration value includes 
going value of the individual properties? 

A. I believe a distinction can be made between integra¬ 
tion value and going value, but the two may be quite 

2631 closely related. In fact, they may be so closely re¬ 
lated that it is almost impossible to distinguish them. 
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There may be cases in which the distinction can be made. 
There may be other cases in which this total intangible value 
cannot be split and pigeonholed in certain categories. 

Q. Now, a moment ago you spoke of integration value) as 
the additional value—I am not sure of your exact terrh— 
over the sound value of the isolated properties. Do you 
mean the sound value of the physical properties? 

A. No, what I said was that the excess of purchase price 
over cost or value of the physical facilities may be repre¬ 
sented by the value derived from integration, and that such 
value may be closely associated with going value, because 
the individual properties may have had some going value 
which was recognized in the process of integration, and for 
that reason it might be quite difficult to split off the one in¬ 
tangible from the other intangible. On the other liahd, 
there may be instances in which such a division of the total 
general intangible may be made. 

Q. Do I understand that integration value is that part 
of the purchase price of an independently operated unit or 
system in excess of the sound value of its physical prop¬ 
erties and in excess of its going value as an isolated unit, 
or not in excess of its going value as an isolated unit? 

A. The integration value results from hooking up 
2632 an independent, isolated unit with a larger system, 
but the thought I tried to convey was that the pur¬ 
chase price for that independent isolated unit may include 
a payment for going value. In addition, a payment might 
be made for the value resulting from the hooking up of that 
independent, isolated property with other properties. 

Q. The integration value comes into existence when the 
properties are integrated. Is that what you are saying? 

A. I am not sure that that conveys the thought, because 
integration value can be created in the absence of transfers 
of ownership. Integration value can be created by an exist¬ 
ing utility expanding its service into areas not otherwise 
served, in building generating stations at different loca¬ 
tions, and perhaps different kinds of generating station?, 
such as hydro and steam; in spreading a network of trans¬ 
mission lines throughout the area in order to bring to¬ 
gether the different sources of energy generation and Ijo 
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give better service, perhaps at lower cost and lower rates 
throughout the area. 

In brief, an existing company can create integration value. 
Moreover- 

Q. And that is the only way- 

A. No, sir, that is not the only way. 

Q. How else? 

A. Because in the situation I describe, an existing 

2633 company was in the process of expansion by con¬ 
struction, integration value can come not only from 

construction and expansion through construction, but 
through acquisition of existing utilities, and it is entirely 
possible that one of the existing utilities may have gone 
through a process of construction and expansion which gave 
it integration value, and that integration value for that 
particular utility may be enhanced when it is joined with 
another larger utility system. 

Q. If a utility system acquires an isolated operating unit 
or system theretofore independently owned, and does not 
hook up the electric facilities but continues to own and op¬ 
erate the theretofore independently owned unit or system 
with the same organization as theretofore, has any integra¬ 
tion value arisen? 

A. It is possible that integration value would result there 
because I have said that the integration value comes from 
the tying together under common ownership of the facilities, 
and such common ownership is a form of business integra¬ 
tion, and for which certain advantages of common owner¬ 
ship or integration of ownership take place. 

That is, integration perhaps is not confined to just the 
tying together of physical property. It can come from the 
co mm on ownership of the property. 

I think it has quite often been said that there can be 

2634 an integrated utility system in the sense that they 
are brought under common ownership even though 

the facilities are not physically connected. 

There is integration in the steel industry, for example. 
Integration is not peculiar to electric utilities, and yet in a 
steel industry the physical plants are not connected, are not 
adjacent 


Q. Now, in the situation which I posed for you, I sug¬ 
gested that the theretofore independently owned operating 
unit or system was continued to be operated in the ^ame 
manner, with the same facilities, the same supply of electric 
energy as theretofore, the only difference being thaj; its 
management reported to the purchaser’s board of directors 
and general officers instead of to the prior ownership. 

I understand that under such circumstances you say in¬ 
tegration value has arisen. Is that the same integration 
value that arises when under similar circumstances! the 
properties are interconnected, and the organization of the 
purchaser is used to operate the acquired properties. 

A. I believe I understand that proposition, but can we 
be a little more specific—and I believe you have been. 'Vyhat 
I want to know is whether or not this independent isolated 
system has gone through a change in ownership. 

Q. It has been acquired in both cases, yes. 

A. In that event, the purchase price for that prop- 
2635 erty or the cost incurred—and it is cost with wjhich 
we are dealing—could very well have reflected the 
fact that in buying this isolated system, the purchaser knew 
and planned that it could be tied in physically with the re¬ 
mainder of the system. 

There was an integration of ownership to start with, and 
the owner or the purchaser could very well pay something 
for the fact that the purchaser could derive benefits either 
merely through common ownership or further by hooking 
up that independent property or that isolated property 
with a larger system. 

Q. Now, I understood you to say previously that integra¬ 
tion value was the value arising from or resulting from! the 
procedure of integration, and that you suggested that! in¬ 
tegration giving rise to integration value might exist in the 
case of an expanding utility without a property acquisition, 
so I followed that with the question of where there was a 
property acquisition without a tying together of facilities 
and a merger or a consolidation of organization, whether 
in such a case of acquisition there was this intangible that 
you speak of as integration value. 


1122 


Now, I don’t understand whether where there is such an 
acquisition without the organizational and electrical in¬ 
tegration there is, nevertheless, a resulting integration 
value? 

A. Well, let’s make clear one thing. We are deal- 

2636 ing with cost, aren’t we, in the first place? 

Q. I am dealing with this intangible that I sought 
originally to get your definition of, namely what you have 
referred to as integration value, and I am seeking to explore 
your definition of that in order to make as clear on the rec¬ 
ord as possible what your concept of integration value is, 
and you have referred to integration value arising by a 
company that has not acquired a property, and then you 
have spoken of integration value in connection with an ac¬ 
quisition where there is nothing more than the acquisition 
of the property, and you have spoken of an integration value 
in connection with an acquisition and an integration of the 
facilities in the organization. 

Now, I want to make clear what your definition of inte¬ 
gration value, this intangible, is. 

A. Well, in the first place, I don’t want to accept, and I 
don’t suppose I have to accept your summary of my testi¬ 
mony as being my version of that summary. I think the 
record will state what I said. 

But to begin with, I want to he sure that we are dealing 
with cost, and that specific matter is within that cost. 

A utility system buys an isolated property that is not 
physically connected with the remainder of the purchaser’s 
system. Integration has taken place at the time of purchase 
in the sense of integration of ownership, and that 

2637 condition may have value in itself which could be 
called integration value. 

Now, at that point, physical integration has not taken 
place. There is the integration of ownership. The cost or 
price paid by the purchaser could very well include some¬ 
thing not only for the integration of ownership, but also 
because of the potentialities of physical integration. 

Q. Now, in order that I may understand that, inasmuch 
as we are dealing with cost, is it or is it not true that the 
intangible asset which you speak of as integration value 
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arises when, without the acquisition of an operating unit or 
property, a system expands and in the expanding process 
develops its transmission and generating facilities, and ex¬ 
pands its market! 

A. Well, I tried to explain the different conditions r I 
said that an existing company without change in ownership 
can create an integration value through building different 
generating stations, different substations, transmission 
lines throughout an expanding area. 

Second, integration value can be created by an existing 
utility buying up or spreading out through the purchase of 
other utilities. There is physical integration when the pur¬ 
chaser ties up the purchased properties with its own system. 
There is integration, and integration value when an existing 
utility acquires an isolated system because there is 
2638 integration of ownership and all the possible values 
of such integration. 

That may be followed by tying together the properties 
physically. The difference between the isolated plant and 
other plants may be one entirely of distance. In one dase 
the purchasing company’s lines might be going right uji to 
the door of the lines of the property acquired. The com¬ 
pletion of physical integration is a simple process there. 

Now, to go over to the isolated plant, all that we are doing 
is spreading that distance, but the amount paid would prob¬ 
ably reflect the additional expenditure required to bring 
about physical integration. But an integration cost hnd 
value is started with bringing the property under common 
ownership. Physical integration is another step. 

Q. In the first part of your last answer you spoke of in¬ 
tegration value arising in two different ways, which I will pot 
attempt to restate in your language, but just attempt to In¬ 
dicate the first being by expansion without an acquisition 
of additional property, and the second being by acquisition 
of additional property. 

A. Wouldn’t it be better, Mr. Wahrenbrock, just to say 
the one results from construction and the other results from 
purchase, and the physical integration may involve addi¬ 
tional construction. 
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Q. Now, in the case of the integration value which 
2639 results from the first method, construction method, 
is that integration value reflected in the accounts of 
the company as any amount in excess of the cost of the phy¬ 
sical properties constructed? 

• •••••# 


The Witness: It is not reflected in the accounts as a cost, 
but it can exist as a value. 

Q. It is therefore—I say therefore meaning because it is 
not reflected in the accounts of the company—not an in¬ 
tangible asset of the company? 

A. Yes, it is an intangible asset of the company, but 
not a recorded asset. 

Q. It is not capitalized? 

A. Well, what I say is that it is not a recorded asset, 
hut it is nevertheless an asset. Now, if you mean capital¬ 
ized—do you mean charged or recorded as such- 

Q. Recorded. 

A. —recorded as such in a plant account ? 

Q. Yes. 

A. No, it is not. 

Q. The only amount that is recorded is the cost of the 
physical construction? 

A. Yes, because the property accounts are on a cost 
2640 basis. 

• •••••• 

2644 Q. Then is it correct to say that where integration 
value arises by this first process you have spoken 
of, that is construction, that all of the costs of achieving 
that integration value are properly capitalized in the prop¬ 
erty accounts, and are reflected in the property accounts 
and costs of the construction? 

A. Well, I said that not all the costs of achieving in¬ 
tegration of the first kind are in the property accounts. 

Q. I know you have, and you pointed out some specific 
ones which you said might he in the operating expense 
accounts, and I am calling your attention to these subpara- 


graphs (11) and (12) to ask you whether such operating 
expenses as you referred to, which could relate to the con¬ 
struction, are in fact properly capitalized in the construc¬ 
tion costs ? 

A. I see what you have in mind. All costs of construc¬ 
tion are in the property accounts, but my point was that the 
property accounts alone do not necessarily express or in¬ 
clude all integration cost, because there can be work on 
planning, and so on, involved in an integration that wbuld 
be treated in the nature of a current operating expense. 

Q. Well, if it can be identified, it would be properly 
2645 capitalized as cost of construction? ; 

A. Yes, sir, if it is a part of construction cost, then 
it would be in the plant accounts, and anything else wbuld 
be in the operating accounts. 

Q. And it would be in the operating accounts only if it 
couldn’t be identified as relating to the construction? j 

A. Well, the general view is that you charge to construc¬ 
tion those things that are properly chargeable to construc¬ 
tion. 

Q. Which includes the planning, too? 

A. Well, not necessarily all the planning. I am qualjdy- 
ing it, for this reason: you cannot determine precisely 
how much of certain expenditures should be capitalized find 
how much should be charged as operating expense. 

Q. That is a matter of accounting mechanics, and the dif¬ 
ficulties of exact accounting treatment? 

A. Yes, and it is one of the reasons why we don’t have 
complete uniformity in accounts. 

Q. And that is what you had in mind? 

A. Yes, sir. 


2646 Q. Where a utility acquires a theretofore inde¬ 
pendently owned and operated operating unit or sys¬ 
tem, paying in excess of the sound value of the physical 
properties acquired, and never physically integrates the 
electric facilities into the remainder of its facilities, or with 
the remainder of its facilities, and continues to utilize 
the same organization to operate the theretofore inde- 
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pendently owned and operated system, the excess repre¬ 
sents in part integration value, does it? 

A. Yes, sir, from the standpoint of the integration 
through common ownership; but I would be inclined to 
believe in a case like that that the intangible would 
probably be in the nature of going value. 

As I understand your question, physical connection is 
never brought about. If it was intended to tie them to¬ 
gether, there would be an integration cost, hut I think 

2647 generally any integration value would be that 
resulting from common ownership and it would not 

be as large an amount relatively as would result if there 
were a physical connection. 

Q. Would that be because the additional earnings through 
integration, where integration is limited to simply the one 
fact of common ownership, are necessarily more limited than 
the additional earnings which might be expected where the 
integration would consist of physical integration? 

A. Yes, I think that the earnings possibilities might and 
probably would be more limited than when there is physical 
integration, and I say we are speaking now about a com¬ 
paratively small, isolated plant. 

Q. Yes. The cost of the intangible integration value 
would be, would it, that part of the purchase price which 
represents the capitalization of the additional earnings the 
purchaser expects resulting from the integration? 

A. The total investment in both physical and intangible 
assets would be the capitalization of expected earnings. 
The capitalization of expected earnings determines total 
purchase price, and the division of the total purchase price 
is one of allocation between tangibles and intangibles. 

Q. On what basis would that allocation be made? 

A. Generally the basis of allocation of purchase price 
for a going property is to assign to the physical property 
the sound value of the property, and the remainder is 

2648 ascribed to intangibles. That is only a process of 
allocation for administrative purposes. 

It may be that the sound value of the physical property 
would equal the total price, and yet intangibles could be 
present. But the mechanics of the process of allocation 
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that is usually followed would theoretically leave nothing 
for intangibles, even though intangibles could be present. 

I have in mind an illustration of this kind, and I use it 
only for purposes of illustration. The most valuable asset 
of a newspaper is its circulation. The price paid for a 
newspaper might not exceed the sound value of the phyjsical 
plant, and consequently in this kind of allocation all the 
purchase price would be assigned to the physical facilities; 
yet, as a matter of fact, the purchase price may have been 
determined largely, primarily, by the value of the circu¬ 
lation. 

Q. Well, you are not suggesting that a single dollar ip one 
transaction purchases two considerations? j 

A. No, I am suggesting that the single dollar in a 
transaction purchases all the property that is there, but by 
this more or less arbitrary process of allocation, all the 
purchase price would be ascribed to the physical property. 

Q. Well, you couldn’t say, for example, that a $100,000 
purchase price represented $90,000 sound value of physical 
property and $30,000 or more dollars of real value of in¬ 
tangibles? j 

2649 A. No, I am not suggesting that, because thenj the 
purchase price would be $130,000 or $120,000. j All 
that I wish to emphasize is that the process of allocation of 
purchase price between physical assets and intangible assets 
is a more or less arbitrary process made for the purpose, 
largely, of computing the future depreciation charges, but 
it is still an allocation of total cost with all the infirmities 
of such an allocation. 

And when the allocation is such as to ascribe full cost 
to the tangibles, it doesn’t follow that the purchase price 
included nothing for intangibles. I say that because the 
most valuable asset being acquired could be the intangible 
assets. | 


Q. Initially, then, there might be a question as to the 
proper allocation, but an allocation having been properly 
made, there can be no occasion thereafter to say that there 
is more of one or the other than originally determined. | Is 
that your point? 

A. Oh, no, that would not be my point. I would not say 
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that one could not state in the future that the purchase price 
■was largely for intangibles. The action that has been taken 
is an accounting action with respect to a transaction. When 
I say an accounting action, I don’t mean an action that is 
determined by accounting considerations or by account¬ 
ing matters, but one that is expressed in accounting 
terms. 

2650 The allocation would be a matter of judgment, 
but the allocation is a more or less arbitrary thing. It 

may not properly describe what the purchase price was for. 

Q. Now, having determined that part of the purchase 
price represents intangibles, how would you determine or 
allocate that part that relates to intangibles as among the 
several possible intangibles which may be involved? 

A. And I suppose for this purpose we can assume that all 
of the intangibles are of general character, such as going 
value or integration value, and nothing that may be known 
to have a fixed, limited life? 

Q. Yes. I am referring particularly to this situation 
in which a system acquires an isolated operating property 
for the purpose of integration, the integration consisting 
solely of common ownership. 

A. I think it would be pretty hard to make a segregation 
of the intangible, and personally I don’t think that the 
segregation is of any importance. Even though it were 
done, you would still be dealing with the same general 
type of asset. 

One would find it difficult at times to say how much is 
for going value, how much is for integration value, and in 
the last analysis I don’t think it matters a great deal as long 
as it is a real value and a continuing one. 

Q. Well, is there in your opinion any satisfactory 

2651 method of determining what you have referred to as 
the sound value of the physical facilities in such a 

situation where the facilities have very little, if any, eco¬ 
nomic value except as they can be utilized where they are 
in the enterprise in which they are being utilized? 

• •••••* 

2652 The Witness: The thing that gives a permanent 
physical property a value is the use at a certain place 
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and under certain conditions. A steam generating plant in 
the middle of the Sahara Desert, without a business attached 
to it, would have nothing but scrap value, and in fact; it 
' may not even have that, because if the generating plant 

were town down and moved elsewhere, the cost of disman¬ 
tling, removing and setting up at another location where it 
would have value might exceed the original costj 
2653 So the thing that gives value to property, to fixed 
property, is its use in production. 

► j 

• •««••• 

2665 Q. Let me put it a little more simply, if I may. 
I previously gave you the situation where one utility 

acquires an independently owned and operated utility, 
. but does not physically integrate them, and pays a price in 
excess of the sound value of the physical facilities, and you 
suggested that in that situation a part at least of tjhe 
excess over that sound value represented integration value 
as an intangible. 

A. I said it might. I said the intangible might be pairt 
integration value, it might be going value, but it is a 
general intangible. 

Q. Yes. And I believe you indicated that in such a 

2666 situation the part which represented integration 
value would presumably be smaller than if there were 

physical integration involved. 

Now I am giving you the situation in which, after the 
acquisition—shortly after, a matter of months or a year Or 
two—there is physical integration. 

A. I believe, Mr. Wahrenbrock, that is precisely what !I 
said. At least that is what I was trying to say. 

Q. All right. I want to make that plain now, on those 
facts. 

Does the excess over the sound value include something 
which represents integration value? 

A. Well, now, since you thought I didn’t have in mind 
the case as you had it, we are assuming the same company 
that bought the isolated plant is extending its own prop¬ 
erty or is connecting what is now two parts of the prop¬ 
erty, is that right? 
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Q. Yes. 

A. An additional value might be created at that time. 

Q. At the time of- 

A. The physical integration. 

Q. Yes. 

A. An additional value might be created. But there 
would be no additional cost other than the cost of construct¬ 
ing the connection, connecting the facilities. 

2667 Q. Yes. In that respect it is just the same as 
though there had been no property acquisition—it 

was just simply the integration by the construction process 
that you spoke of previously? 

A. Except this, and it is an important difference, that 
when the larger utility purchases the isolated plant, it 
has a cost which, in the situation we have been discussing, 
is in excess of the cost to the company that constructed 
that isolated plant. 

After the purchaser has incurred that cost, that cost 
does not change, except for property retirement, of course, 
and for new additions. But the cost of what was obtained 
at the time remains the cost. 

Now, the only additional cost is for connecting to it. 
The total investment cost by the larger utility which has 
connected two parts of its property is fixed, and I say that 
in that process of physical connection, additional value 
could be created. It is a value that wouldn’t he expressed 
in the account but the value would be there. Just as when 
a company spreads out through construction, value can 
exceed the cost. That is, an integration element is injected, 
and that element can have value. 

The only difference between the spreading out and buy¬ 
ing of this independent isolated plant is that we have 
assumed that the purchase price for that individual 

2668 isolated plant was more than the value of the physical 
facilities. But I am not suggesting that any addi¬ 
tional cost is incurred; only that there could be additional 
value arising from the physical interconnection. 

Q. And the portion of the purchase price of the thereto¬ 
fore independently owned and operated property which is 
in excess of the sound value of the physical properties ac- 
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quired, insofar as it represents integration value intangible, 
represents the intangible of integration of ownership, j is 
that correct? 

A. At the first stage. 

Q. Yes. 

A. That would be integration in the sense of ownership 
integration. 

Q. Yes. And the integration value which arises from 
the physical integration is like the physical value which 
arises—I misspoke myself—like the integration value which 
arises from integration by construction, if I understand 
you correctly. 

A. That is pretty much the same sort of thing, yes. 

• •••••• 

2674 “Question: Then if in the acquisition of the pre¬ 
viously independently owned and operated property 

an excess over the sound value of the physical proper¬ 
ties was paid and recorded to that extent the integra- 

2675 tion value arising from the integration of owner¬ 
ship and the integration value arising from the 

integration of the physical facilities, and any further 
integration value later arising or additional integration 
value later arising from technological developments 
or improvements are to the extent of that excess re¬ 
flected in the recorded assets of the company?” 

The Witness: No, sir. 

Q. Will you explain why? 

A. Because you started with an integration value paid 
for, and we will assume in the case of the isolated plaint 
all the intangibles were integration value—is that all right? 

Q. All right. 

A. Now, you have added to that, and that is an integra¬ 
tion cost or a cost that was incurred by the owner company. 
It is both cost and value. You have added to that integra¬ 
tion value by the larger company’s spreading out, and 
you have included in that the spreading out and meeting 
up with the isolated plant. You have added also an integra¬ 
tion value resulting from technological improvements, so 
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that you now have a larger integration value than when 
we started or which existed at any stage along the way. 
And an integration value in excess of cost is reported as 
such in the account. So I cannot say that that total integra¬ 
tion value or the total of that excess of that total 
2676 integration value over what we will call the integra¬ 
tion value, is in the account as such. It isn’t. 

Q. I did not ask you to say that. What I inquired about 
is whether that excess of integration value over recorded 
costs of integration is only included in the accounts to the 
extent that the excess of the cost of the acquired properties 
is recorded in the accounts? 


• •••••« 

The Witness: If I understand you right, the only integra¬ 
tion value that is recorded in the accounts is that in con¬ 
nection with the acquired property. 

2677 Q. Mr. Bickley, suppose that the acquiring utility 
acquires a theretofore independently owned and 
operated system with the sole expectation of integration 
of ownership and without any expectation of physical in¬ 
tegration; but thereafter—and let me add that in the pur¬ 
chase price there is an excess over sound value of the 
physical properties, a part of which, as I understand your 
previous testimony, may represent the ownership integra¬ 
tion. Is that correct as far as I have gone? 

A. Yes, I think so. 

Q. Now, assume that subsequently the acquiring com¬ 
pany, having acquired additional properties, sees an op¬ 
portunity of physical integration which it had not pre¬ 
viously contemplated, and brings about that physical in¬ 
tegration. In such a case would you say that the only 
part of the integration value recorded on the books in excess 
of the cost of the physical integration is the relatively small 
part of the acquisition cost which represented the owner¬ 
ship integration value cost incurred at the time of the 
acquisition ? 

A. Well, the way I understand your question, Mr. Wah- 
renbrock, an existing utility goes out and picks up not only 
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this one isolated 
it integrates. 

Q. Yes. 


plant but other going properties, wl|ich 


A. And so there could be an integration—a physi- 
2678 cal integration—cost. 

Q. Yes. 

A. In buying up these other properties, which wjere 
intended to be integrated and which were integrated. Then 
it has purchased this isolated operation which originally 
it did not intend to physically interconnect. 


Q. Yes. 

A. We have ascribed a certain part of the intangibles for 
the isolated plant to integration value, and we say the 
remainder are in the nature of going value. Then physical 
interconnection takes place throughout all the properties 
then owned. 


You then have a combination—assuming there was going 
value at the isolated plant—you have a combination! of 
integration value and going value, and from a practical 
standpoint I wouldn’t see any purpose to be served!by 
trying to break this thing down between a relatively large 
integration value because more properties were integrated, 
and going value. Practically speaking, I would be satisfied 
to call it a general intangible, call it all integration valbe. 

My thought is I think we are just attaching too much 
importance to words, and the words don’t define anything. 
They are a convenient means of expression, or, if you 
want to put labels on things, well we put that kind of label fin. 

I don’t care about the label. I am willing to call it 
2679 X—X kind of intangible. But I would be perfectly 
willing to say that the going value is still carried 
along as going value and I would be just as willing to gay 
that we can now call that all integration value, because we 
have a unified system. And I wouldn’t like to say that 
in a certain part of the system—the little part—there} is 
a going value and in the larger remaining part of jhe 
system there is no going value. 

It seems to me that such thoughts are confusing, and 
that is what I am trying to avoid. 
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Q. In that kind of a situation, has the intangible, which 
was going value in nature, changed its nature? 

A. Maybe not. I wouldn’t care. It is still a general 
intangible. 

Maybe I can be helpful, Mr. Wahrenbrock, if you will 
tell me just what you are driving at in this discussion. 
You have some things you want to find out; you have some 
things no doubt pretty definitely in mind. Maybe I could 
grasp this whole problem better if I understand what your 
problem is. 

Q. My problem is the nature of these intangibles, of such 
persistence but such elusiveness. 

A. I feel I am here to answer questions to the best of 
my ability. Evidently you attach more weight to these 
labels, Mr. Wahrenbrock—these labels or names— 
2680 than I do. Maybe that is our fundamental difference. 

Q. Well, is it as general as this, that whatever re¬ 
mains of recorded costs, after an allocation thereof is made 
to tangible physical properties, is it a general intangible 
which is a receptacle for any value which earnings at the 
time may support? 

A. I wouldn’t say it is a receptacle. I would say that 
it is a difference due to general intangibles; and I am as¬ 
suming that we have no limited term intangibles involved 
but rather intangibles that are identified with the enter¬ 
prise. 

Q. The intangible has a continuity which is not depend¬ 
ent upon the source of the earnings at a particular time? 

A. Oh, no. The value of all the property is dependent 
upon earnings, and that carries to both physical and intan¬ 
gible property. 

But I think the important matter there, the thing of 
significance, is the total value, and whether or not that 
value continues through being supported by earnings. The 
division is pretty much arbitrary. 

Q. If the value which is anticipated, which is in contem¬ 
plation at the time a cost is incurred, which includes a 
cost which is allocable to intangibles; if that value is 
dependent upon a given level of earnings, anticipated, and 
subsequently there is a complete change in attendant 
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2681 circumstances, so that earnings from those circum¬ 
stances disappear, followed by earnings from a differ¬ 
ent source—from a different set of circumstances—(the 
same recorded amount of intangibles thereafter finds j its 
support in earnings from the new source? 

A. You refer to the expectation of a given level of earn¬ 
ings. 

I believe that the earnings are going to be at a uniform 
level. Estimates of earnings are not ordinarily made on 
that basis. They may be made of an expectation of (in¬ 
creasing earnings or declining earnings. The estimate! of 
value for the whole business may be based upon reasonably 
expected earnings; but by that we don’t mean a given level. 
We might mean a certain average as far as can be fore¬ 
seen—as is reasonably foreseeable. 

2682 Now, if anything happens to increase the earnihgs 
or reduce the earnings, an increase in earnings can 

add to value, total value; a decrease in earnings—an^ I 
am assuming some permanency in the decrease—can detract 
from value. If earnings disappear completely, of course 
all values vanish. Earnings might decrease to the pojnt 
where the property as a whole becomes worth less than 
the cost of the whole. 

Now, if we were to suggest that the intangibles disappear 
first, I think we might well be wrong. I think that is a veiry 
arbitrary conclusion. 

What we know is that the whole declines in value, and 
it might be very improper to say that the intangibles 
even disappeared first. The value of the physical assets 
for the use for which they were designed and built may 
decline more than the value of the intangibles, but t}ie 
value of the business as a whole is what goes down or what 
goes up. 

In dealing with the electric business, I assume we ape 
thinking in terms of the continuing electric business. You 
call these intangibles anything. If they are enterprise ih- 
vestment, the intangibles—the general intangibles would 
exist as long as earnings support total cost. 

Q. Well, now, assume the company engaged in the ghs 
lighting business, a gas lighting utility in 1880. Assume 
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that it is the result of several acquisitions, and it has intan¬ 
gibles representing integration value on its books, 

2683 integration of the gas lighting business in a com¬ 
munity. 

With the development of electric lights, it goes into the 
electric lighting business, and with the development of the 
art the electric lighting business gradually supersedes the 
gas business. Its earnings from gas drop to the point where 
it is making no return on its investment. 

Its electric business develops, and eventually it is making 
enough of a return in its electric business so that as a 
whole it is earning a return on all of its physical properties 
and the amount still on its books which at one time repre¬ 
sented the intangibles associated with the integration of 
the gas business. 

Is that integration value still an existent, continuing 
intangible ? 

A. Yes, it could well be, because we are dealing finally 
with a combined electric and gas business, and you are 
suggesting that inasmuch as the enterprise started as a 
gas business and the intangibles associated with that busi¬ 
ness that they continued to departmentalize the general en¬ 
terprise investment. 

Now, it seems to me we can find an analogy there in 
organization expense. A company was created as a gas 
company. Let’s suppose finally the company is no longer a 
gas company, but an electric utility. There is still the enter¬ 
prise investment in the form of organization, but it 

2684 started as a gas organization and becomes an electric 
organization. 

I have been thinking that maybe we accountants have 
made a terrible mistake in trying to label these intangibles. 
We probably have gotten ourselves into a lot of trouble in 
doing so. 

I am satisfied to take the intangibles related to the enter¬ 
prise, whether we call them integration value, going value, 
organization expense, or whatnot, and throw them all into 
one category and call them general intangibles. 

It may well be that the process of gas integration facili¬ 
tated an electric development and integration in that the 
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gas business may have carried the enterprise into a tjerri- 
tory, and by getting into the territory it has the opportunity 
to give electric service and improve on electric service to a 
point where it becomes so competitive with the gas in price 
that it largely supersedes the gas. 

But the intangibles first connected with the gas business 
may be carried into the electric field. 

# * * * * * • I 

Q. Now, in suggesting the analogy to organization ex¬ 
pense, in your opinion that analogy is not weakened 

2685 by the fact that organization expense is independent 
of earnings? 

A. The value is not independent of earnings- 

Q. Well, does- 

A. -because it is a part of the whole. 

Q. Does organization expense have value? 

A. Does cost have value ? If there is- 

Q. Well- 

A. Well, organization expense is a cost. 

Q. Will you state, if you will, the historical origin of the 
inclusion of organization expense on the left-hand side of the 
balance sheet? 

# * * * * * #| 

• 

The Witness: I am not sure how able I am to give the 
historical background of organization expense in a 

2686 system of accounts. I have some ideas about why 
organization expense is included in a property ac¬ 
count. 

Q. Well, is it generally because it is a deferred liability 
rather than an asset? 

A. Beg pardon? 

Q. Is an organization expense generally regarded as a 
deferred liability rather than an asset? 

•••••*• 

The Witness: If organization expense were a deferred 
liability, it would be a deferred credit, and therefore would 
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appear on the liability side of the balance sheet instead of 
on the asset side of the balance sheet. 

••••••• 


Q. You think, then, that the analogy that you have used 
between organization expense and the intangible which you 
have been referred to as integration value is a sound anal¬ 
ogy? 

A. I think it is a quite reasonable analogy, because 

2687 they are both organization investments. 

Q. A reasonable analogy and a sound one 1 

A. Oh, if it is reasonable, I suppose it is sound. 

Q. Now, in your answer with respect to the intangibles 
in the gas lighting company which became an electric light¬ 
ing company, I believe you made the criterion the relation¬ 
ship of the intangibles to the enterprise, and as I recall it, 
in order to relate the intangible to the enterprise essentially 
what is required is the absence of any positive evidence 
that it has terminable life? 

A. Yes, sir. 

Q. Now let me give you a little variation on this gas 
lighting enterprise. Supposing that in 1860 a gas company 
pays an excess of a million dollars for a gas property and 
labels such excess on its hooks “Gas Integration Costs”, 
and assume that it is such a cost, and carries that amount as 
such when it goes out of the gas business entirely in 1930, 
hut still continues in the electric business which in the in¬ 
terim it has gone into. 

What disposition should be made of the million dollar 
gas integration cost in 1930, or should it he carried forward 
as electric integration cost? 

A. It could be carried forward as business integration 
cost, without reference to whether it is electric or gas, and 
I have suggested a possibility that the gas integra- 

2688 tion facilitated electric integration. 

Now, if the enterprise goes out of business, we 
would have a pretty simple situation there. If the enter¬ 
prise is a gas concern, and that goes out of business, then 
all things related to that enterprise ought to come out of the 
accounts. 
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If an electric business is started, then the only things 
associated with that business would be those connected with 
the electric business. But here we have one of these border 
line situations in which there is a merger and a combination 
of gas and electricity. I am not so sure what I would do 
in a case of that kind, and if it is permissible in these pro¬ 
ceedings, I would like to take some time to think about it. 

Offhand I wouldn’t like to give an answer, although I 
am leaning toward the enterprise concept that the same out¬ 
fit is still in existence with some kind of intangible. 

Now, I am assuming, of course, in this that there is aj value 
that supports a cost. 

Q. All right, now, let’s see if this helps you lean in one 
direction or the other any more. Assume as an additional 
fact that the same company got into the electric business by 
the route of some construction and numerous acquisitions 
of other properties in the same city. 

Mr. Barber: Electric properties? 

2689 By Mr. Wahrenbrock: 

Q. -other electric properties in the same city, and that 

in connection with those acquisitions of electric properties 
it incurred costs parts of which it accumulated on its books 
as electric integration costs—and those amounts were ac¬ 
tually electric integration costs—and it continued to carry 
those electric integration costs as an intangible asset pn its 
books from then on, and had them on its books in 1930| 

Now, does that help you lean one way or the other i 

A. Well, what happens from 1930 on? 

Q. The same facts I have given you previously. 

A. You mean this outfit had been in the gas business up 
to 1930? 

Q. And goes out of the gas business. What should it 
do with the million dollars that was on its books as ghs in¬ 
tegration costs? 

And assume further, if you need to, that the earnings 
of the electric enterprise, the electric business after 1930 
are sufficient to show a value for the total if it is retained and 
properly retainable in the accounts? 

A. In this case, has the company withdrawn from the gas 
field? i 
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Q. Yes. 

A. You have helped me. I wouldn’t want this to 
2690 be a final answer unless I tell you so later, but I 
think you might have a ease there in favor of getting 
rid of the costs associated with the gas business. 

• •••••• 

2693 A. The first assumption was that in 1860 or 1880 
—and I am not sure which—a gas company pur¬ 
chased another gas company at a price including one million 
dollars for the integration value. 

Q. The second factual situation was 1860, with the one 
million dollars. 

A. That is the reason why I wasn’t sure whether it would 
have been 1860 or 1880. 

In the second place, the then gas company goes into the 
sale of electricity in the same community sometime between 
either 1860 or 1880 and 1930. By 1930 the sale of gas 

2694 had become completely superseded by electricity. 
In expanding in the electric business in the same 

area—which I believe was assumed to be a city—the com¬ 
pany constructs electric properties and acquires numerous 
other electric utility properties. 

In 1930, when the gas sales become completely superseded 
by electric sales, the company carried in its accounts an 
amount of one million dollars, identified then as gas inte¬ 
gration cost. At the same time it carried in its accounts 
amounts for electric integration cost. 

Next after 1930, and by which time gas sales had been 
completely discontinued, the earnings of the enterprise 
were sufficient to yield a return on the total integration cost. 

Now, as I understand it, you inquire as to the disposition 
to be made in 1930 of the integration cost then labeled as 
integration cost, or whether it should be carried forward 
as integration cost. 

Q. That is substantially the question which I had put 
at the bottom of page 2688 of the transcript. 

A. That is correct. 

Q. The last question. 

A. That is correct. 

Before answering this question, I should like to point out 
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that this is another instance of a quite unrealistic situation, 
for I can think of no city of any size in which 

2695 gas is not sold. The city must be of some siz^j be¬ 
cause as early as 1860 or 1880, one million dollars 

was paid for acquisition of electric property—for acquisi¬ 
tion of gas property in excess of the sound value of the 
physical property, and such amount was identified as in¬ 
tegration cost. 

The second reason why it must be a large city is because 
the situation assumes the purchase of numerous eleptric 
properties. 

Nevertheless, in my opinion, there would be ground for 
retaining both the original gas integration cost and the 
subsequent electric integration cost, as they were called, 
as a total cost for the enterprise. 

In this situation a company started by selling gas only. 
Later it entered the field of electricity. As time went on, 
gas was superseded entirely by electricity. This must jiave 
meant that customers who at one time used gas for light¬ 
ing, cooking, hot water, and possibly heating, now j use 
electricity for lighting, cooking, hot water heating, land 
other similiar purposes. 

The only change that occured was in the means of 
ing those services. 

It seems to me that this situation is analogous to a transi¬ 
tion from horse-drawn cars to electric street cars and to 
trolley coaches and motor buses. The modes of transporta¬ 
tion—the modes of carrying people—have changed, 

2696 but there is still mass transportation rendered by 
the same enterprise. 

Electricity and gas are services, and what is soldj by 
electric and gas utilities is a service to satisfy certain npeds 
of customers. The service can be provided by electricity 
and gas, and the services are, as I have said before, lighting, 
heat for cooking, heat for hot water, space heating, and 
industrial power in some form. 

Consequently, the basic nature of the business of elec¬ 
tric and gas utilities is substantially the same. 

The case at hand is also analogous to an electric utility 
that progresses from reciprocating engines to steam fur- 


provid- 
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bines; from water wheels to water turbines; from direct 
current to alternating current; from arc lights to carbon 
incandescent lights, to tungsten filament lights and vapor 
lights. 

Other developments and progress may occur in the future, 
but so long as the general characteristics of lighting, heat¬ 
ing, and so forth, remain the same, the character of the 
enterprise continues unchanged. 

When a company is engaged in sales of gas and electricity 
it is an enterprise of generally the same common character¬ 
istics. 

Now, this concept of the business has been directly or im¬ 
pliedly accepted in the past, and still is. Some States, 

2697 in fixing allowable earnings for a combination electric 
and gas utility, fix the earnings for the combined 

electric and gas operations, and not for each separately. 

It seems to me that this is a recognition of the common 
characteristics of sales of gas and electricity, and that the 
earnings are for the enterprise, and that the enterprise is 
engaged in substantially the same kind of service. It is 
for this reason that the integration cost incurred in buying 
both electric and gas properties may be said to be enter¬ 
prise cost in the case we are considering, because they are 
enterprise costs or costs associated with an enterprise of 
continuing common characteristics, and there would be 
ground for retaining the costs that were originally identified 
as gas integration costs. 

There may be instances, because of the peculiar facts 
involved, in which I would be compelled to reach a different 
conclusion from what I have just expressed; but in general 
the opinion which I have expressed, I believe would hold. 

Q. The question as stated on page 2688 is, as you have 
indicated, not complete out of its context, and previously 
I had suggested, as part of the question, what is picked up 
on page 2688 by implication: What disposition should be 
made of the million dollar gas integration cost in 1930? 
Now, as I understand it, your answer is that there are 
grounds for retaining it. Do I understand that you 

2698 state that it should be retained, in your opinion? 

A. If we were to accept the assumption given as 
an adequate statement- 
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Q. Yes. 

A. —that nothing else would tend to cause a different 
answer- 

Q. Yes. 

A. Then, in my opinion, the full integration cost of the 
enterprise should be retained in the accounts. 

Q. If that integration value is retained, would you say 
that it is the same intangible as it was in 1860? 

A. I would say that is is an integration cost—a post 
resulting from integration of the enterprise. 

Q. And you would say that it is an integration cost. Is 
it the same integration cost as was incurred in 1860? 

A. What do you mean by the same integration cost? 

Q. Just what the words say. 

A. Well, then, I would have to answer that by saying 
that it is a cost of integrating the enterprise, when j the 
enterprise is engaged in furnishing light, heat, power, 
and so on. 

Q. Originally, according to the facts I gave you, it was 
a cost of integrating the gas business, and now do I under¬ 
stand you to say it is of a different nature—it is now a cost 
of integrating the business which is now solely electric 
2699 business? 

A. It is the cost of integrating the business of the 
enterprise, and the thing being sold by the enterprise is 
electricity. That is so. 

Q. Then the answer is that, it has changed its nature 
and what was once a gas integration cost is now an electric 
business integration cost? 

• •••••• 

The Witness: I would not state it that way. 

Q. Whether you would state it of your own initiative 
that way or not, would you agree that that is the fact? 

A. Well, if I could not state it that way—if I do pot 
believe that that is a proper statement—then I don’t think 
I can say that it is or is not a fact, because I regard in¬ 
tegration cost and value as something identified with the 
enterprise. 

Now, it is true that this enterprise no longer sells gas, 
according to the assumptions, and it sells only electricity. 
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If you want to characterize the business as an electric busi¬ 
ness, then the entire integration cost is associated with 
that business. 

Q. You accepted, due to the fact I put to you as part 

2700 of the facts to be assumed, that in 1860, "the million 
dollars was a gas business integration cost? 

A. It was called, according to the assumption, gas inte¬ 
gration cost, because the only thing being sold in 1860 
was gas. 

Q. And at that time, on the assumption, it was a cost 
associated with the integration of gas facilities? 

A. That is right. 

Q. In 1930 and thereafter, the amount reflecting that 
same million dollars—is it still a cost associated with the 
integration of gas facilities? 

A. It could not be because at that time there were no 
gas facilities. 

Q. Then is it a fact that it is not after 1930 what it was 
in 1860? 

A. Yes, it could be, because you are viewing the business 
from the standpoint of physical equipment, which is de¬ 
signed and built to do certain things. I do not believe that 
that is the way to characterize a business. It should not 
be in terms of equipment. If you are identifying it with 
physical facilities, then it is possible that before 1930, 
by what seems to be your thought, this original gas integra¬ 
tion cost should have been written off because it is possible 
that before 1930 there were complete changes in gas produc¬ 
ing equipment; perhaps there was no longer gas 

2701 producing equipment or gas manufacturing equip¬ 
ment. The mains may have been changed; the dis¬ 
tribution line may have been changed; and meters may 
have been changed. 

It is for that reason that I do not believe that these 
general intangibles of enterprise nature should be identified 
with physical facilities. 

Q. Once the cost has been incurred—like a river channel, 
once there is a river channel, it is the same river whether 
the water in it changes or not? 

A. I suppose that is right. 
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Q. Like Tennyson’s brook. 

Now, in your testimony yesterday, Mr. Bickley, Ij was 
struck on re-reading it in the very early hours of this morn- 
ing, with the care you took in repeated instances, where I 
posed hypothetical situations and asked you whether on 
those facts there was integration value—I was strucjk by 
the care that you took to say that there might be such value, 
and not to say, on the facts I gave you, in response to 
my question, that there was or was not. 

I call your attention to- Do you have a copy of 

yesterday’s transcript? 

A. This is the afternoon. 

2702 Q. —to page 2665 of the transcript as one example, 
and I mean to cite two or three to you. It is liie 22 

on page 2665. There are other examples on pages 2634 
and 2635. 

A. What lines? 

Q. The second line on 2635, where you said, “could Very 
well have reflected”, and 2637, the fifth line, where there 
is similar phraseology. 

Now, when you have glanced at those instances, can! you 
explain why you were thus careful to so limit your answer? 
I think there are other instances, but those should be 
sufficient. 

A. Yes, I think I have already indicated the reason, and 
that is because we are dealing with a rather complex 
business situation. It is seldom, if ever, possible in a 
discussion of this kind to bring in all the material facts or 
kinds of facts. As a result, I have been compelled to limit 
my answers to the assumptions involved in the questions, 
realizing that in a practical business situation there could 
be other facts that would have a bearing on an answer. 

But when I have used such expressions as “could very 
well have” and- 

Q. “It is possible”? 

A. —“it is possible”, I am qualifying only to the extent 
that the assumptions given in the question may not express 
all facts that could have a bearing on a practical problem. 
Otherwise the answer could be yes or no, with vjdiat 

2703 follows. 

Q. The qualification then is for the purpose of 
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guarding against the possibility that the facts stated might 
he offset in their apparent effect by other facts which would 
in effect nullify them? 

A. That might well be, and that is the thing I was trying 
to guard against. 

Q. But if the facts were solely and without nullification 
as stated, if the facts were in their effect as I have stated, 
then the qualification would not have been necessary? 

A. That is correct. 


Q. Is it in accord with generally accepted accounting 
practices and principles to write off or amortize organiza¬ 
tion expense? 

A. You were speaking of public utilities? 

Q. Yes. 

• ••*••• 

2705 The Witness: There is no generally accepted prin¬ 
ciple or practice of accounting that requires amortiza¬ 
tion of organization expense. 

If a company voluntarily elects to amortize or to write 
off organization expense, auditors would not refuse to 
certify the accounts on the ground that the accounts re¬ 
cording such amortization were contrary to generally ac¬ 
cepted accounting principles and practices; hut certainly 
there is no accounting principle, practice or convention 
that requires amortization or write-off. 

If, however, management elects to do so, then in my 
judgment—and I think as a matter of sound accounting— 
the amortization should be as an operating expense as a 
record of recovery of investment or in order to keep 
intact the total investment in the enterprise. Personally 
I believe it is a loose practice to write off organization 
expense, and I am of the opinion that careful consideration 
of the subject would lead to a conclusion that organization 
expense should be retained. 

2706 Q. Do generally accepted practices and principles 
of accounting require that if organization expense is 

amortized it he amortized through operating expenses, 
through charges to operating expenses? 
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A. I should think that they would. 

Q. Does it require, do you know? 

A. I do not know, because I don’t know of any sufficient 
body of experience on the matter; but to be correct account¬ 
ing, in my opinion it should be as an operating expense; 

Q. Do you know whether generally accepted practices alnd 
principles of accounting require, if it is amortized, that 
it be amortized as you have suggested, by management 
voluntarily? 

I 

* * * * « • • ! 

The Witness: It seems to me that we may be getting into 
confusion between initiation of action and what accounting 
does with respect to that action. If management elects! to 
write off organization expense, that in itself is not an 
accounting action. The accountant we will assume is caljed 
upon to review from an accounting standpoint the effects 
of such action. The accountant in a case of that kind 
2707 would not say that management has run contrary! to 
generally accepted accounting principles and prac¬ 
tices, but the accounting as such—and there is no principle 
or practice of accounting that could be addressed to manage¬ 
ment in such a way as to tell management that organization 
expenses must be written off. 

I have said it is voluntary on the part of management, 
and not mandatory. There are indications that the account¬ 
ing profession today believes that an amortization or write¬ 
off of organization expense is to be discouraged from an 
accounting standpoint. 

Q. If management acting in response to the require¬ 
ment of a regulatory commission writes off or amortizes 
organization expense, would a certifying accountant i be 
required by generally accepted practices and principles of 
accounting to qualify his opinion or his certificate vfith 
respect to the accounts of the company? 

A. Well, we are assuming a situation in which the only 
thing that has happened is that the Public Service Commis¬ 
sion orders a company to write off organization expense; I 
know of no situation of that kind. We would have to as¬ 
sume that there is something inherent in the situation which 
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justifies regulatory authority in making such a direction; 
otherwise it would be highly arbitrary and capricious, 

2708 and if arbitrary and capricious, it would certainly 
not be in keeping either with fairness, and it certainly 

could not be supported by accounting principles and con¬ 
ventions. 

But if a regulatory authority enters such an order, and 
can make its order stick, it is not a question of accounting 
principles and conventions; it is solely a matter of account¬ 
ing compliance with an order. It is taken out of the field 
of accounting principles and practices. 

Now, then, as to whether a public accountant would 
quality his opinion, he may not qualify it, but he may find 
occasion to call attention to this order of the Commission 
and I believe the public accountant would call attention to 
this order either in a footnote or by some statement in the 
certificate. A step of that kind is of great importance, 
because there is a departure from cost to value, and the only 
reason that I can see why a public service commission would 
order a utility to write off an enterprise cost is because 
the Commission has found that the organization cost no 
longer has earning value, that it will never be recognized to 
have earning value, and therefore it will get rid of it. 

Q. Now, if the question which you just answered involves, 
as your answer suggests, that the compliance with the 
order is simply a matter of compliance with an order and 
doesn’t involve any accounting principle, can the public 
accountant certify that the company’s action is in con- 

2709 formity with generally accepted principles of ac¬ 
counting? 

A. When the utility complies with an enforceable order, 
could the public accountant say that such compliance is 
in conformity with generally accepted accounting principles ? 

Q. Yes. 

A. Well, I do not believe that compliance with the order 
is a matter of generally accepted accounting principles 
and practices, except to the extent that if a utility is com¬ 
pelled to comply and does not comply, there would be a 
violation of an order, an enforceable order, and accountants 
proceed on the view that laws should be complied with. 
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Q. Are you suggesting, then, that the accounting prin¬ 
ciple is not that amortization under those circumstances 
is proper as a matter of accounting principle, but that com¬ 
pliance with a legally binding order is proper regardless 
of the accounting principles involved, other accounting 
principles involved? 

A. That may well be. 

Q. Well, I am not asking whether it may be. Is that what 
you are saying? 

A. Not exactly that. What I said is that accountants 
must take the view that the corporation must comply vdth 
the law. Now, that is not a matter of accounting; it i£ a 
legal condition which the accountant accepts, and when the 
accountant calls attention to the fact that a company 
2710 has amortized or written off organization expense be¬ 
cause of this Commission order, it is not passing 
judgment or it is not expressing an accounting principle only 
in so far as I suppose it would be an accounting principle 
or practice to abide by the law. 

Q. Then do I understand that if a corporation, to comply 
with a legally binding order, keeps its accounts in siich 
a way as to distort its surplus or distort its earning pictujre, 
the public accountant certifying or asked to certify the Re¬ 
counts of the company properly certifies that they are j in 
conformity with generally accepted accounting principles 
whether there is such distortion in violation of otherwise 
applicable principles of accounting? 

A. The situation might become so extreme, and the 
amounts involved may be of such magnitude that the ac¬ 
count would not fail to call attention in the opinion or in the 
footnote to the accounting entries made in compliance with 
a court order, or any other enforceable order by a regu¬ 
latory commission. 

All acts of regulatory commissions on accounting mat¬ 
ters may not be good accounting. They may be very bpd 
accounting, but if the acts are enforceable, the utility must 
comply with them, and the public accountant can do nothing 
about it. He may know it is bad accounting, and ykt, 
since this matter is taken out of the realm of accounting 
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and into the realm of law, and enforceable law, there is 
nothing the accountant can do about it. 

2711 Q. How does the accountant expressing an opinion 
on the company’s accounts determine whether the 

action is so extreme or not? 

A. By the nature of the action. If a Commission said, 
for example, to a utility, “We are going to recognize a 
prudent investment rate base, and we will include in that 
rate base certain property,” the kind of property is of no 
importance, but the Commission says, “We will include this 
property in your rate base”—and it is a prudent invest¬ 
ment rate base which has a substantial degree of perma¬ 
nency—“we are going to permit you to earn a return on it, 
and we believe you can earn a fair return on the total 
amount.” 

Experience shows that the utility does earn that re¬ 
turn, but the Commission turns around and says, “Now, in 
spite of all these other things, you have to write off some of 
this land or some of this equipment, or some of your in¬ 
tangibles that we have recognized.” 

Well, of course that is capricious, and I think highly 
arbitrary. But let us suppose the Commission could make 
its holding final. The company is obliged to comply with the 
order. 

Now, what does the accountant do? Can the accountant 
say that the company’s compliance is not in conformity 
under the accepted accounting principles. No, be- 

2712 cause that is not a matter of accounting; that is a 
matter of law. But I don’t believe any public ac¬ 
countant would fail to call attention to that condition either 
in his opinion or by footnote. 

There is an example of the kind of extreme action that 
the accountant could not just let pass by without any com¬ 
ment. I think the accountant—and I rather think if I were 
the accountant I would place considerable emphasis on an 
inconsistent situation of that kind. 

Q. Well, now, are you then leading us to this conclusion, 
that when a public accountant certifies that the financial 
statement is in conformity with generally accepted prin- 


ciples of accounting he may in such a case mean that it 
is in conformity with legal requirement and not that it is 
in conformity with generally accepted principles of account¬ 
ing? 

A. I think in a situation of that kind—may I strike that 
and start over again? 

Accounting principles and conventions must be within the 
framework of the law. An accounting principle or Con¬ 
vention or practice cannot make a right of something tjbat 
is wrong legally, so the presumption is that all account¬ 
ing principles and practices are within the framework 
of the law. 

Now, in the kind of situation I have described, a Commis¬ 
sion order to write off an asset which the Commission said 
has continuing value—and of course I am speaking 

2713 of non-depreciable property- 

Q. We are talking about organization expense. 

A. Which is non-depreciable, but you asked me a broader 
question, and I am now relating my answer to that, and I 
think to the whole general topic under discussion. 

When an accountant is confronted by that sort of situa¬ 
tion, and I mean specifically now a Commission order to 
amortize or write off a non-depreciable asset or an as$et 
which the Commission has said had unlimited life and ccjn- 
tinuing value included in a rate base and permits the com¬ 
pany to earn a return, and the company does earn a return, 
but the Commission says, “Write it off”, nevertheless, and 
that is the law, the accountant in certifying the statement 
has to account within the requirements of the law. 

But I say he ought to call very sharp attention to such 
an inconsistency, either by opinion or by footnote. 

Q. The law makes the accounting principle there? j 

A. No, the law doesn’t make the accounting principlje, 
only to the extent that accounting principles have to be 
within the framework of the law. 

If you want to say it is an accounting principle that the 
law must be complied with, my answer is yes. j 
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2714 The Witness: It is not only an accounting prin¬ 
ciple, but it is a general principle for our comfortable 
existence. 

Q. Then when an accountant—and I think this is the 
same question I asked before, but I don’t believe we have 
had it responded to—if an accountant certified that a 
financial statement is in conformity with generally accepted 
principles of accounting, it may mean it is in conformity 
with the requirements of law irrespective of whether it is 
in conformity with generally accepted principles of account¬ 
ing which would otherwise be applicable? 

A. I would not say it that way. 

Q. Well, is that true? 

A. Well, I am not so sure that is true. 

Q. Why isn’t it? 

A. Because I think there is a more accurate way of saying 
it. It is not irrespective of accounting principles; it is 
because accounting principles must be expressed within 
the framework of legal requirements. 


2758 Q. Mr. Bicklev, are you able to point to any recog- 

2759 nized accounting authority, standard accounting trea¬ 
tise or accepted accounting writing which, in treating 

the question of the proper accounting treatment to be ac¬ 
corded organization expense makes any express reference 
to any requirement that if organization expense is amor¬ 
tized, the amortization must be the result of voluntary ac¬ 
tion by management in or out of the utility field? 

A. I have not had occasion for a long time to look up 
accounting authorities on that matter, but accounting or 
facts show that the amount invested in organizing a business 
is an asset, that it is a fixed asset. 

Q. Now, my question just goes to whether you can point 
to any recognized accounting authority. 

A. And I have said that I have not reviewed the texts on 
accounting dealing with this subject for some time, and 
I don’t think it is necessary to rely upon texts in deter¬ 
mining what ought to be done with it. 

But in response to your question, I have not reviewed 


the so-called accounting authorities on the subject for some 
time. 

Q. And are not now able to point to any such authority? 

A. I have no basis for pointing to anything now because 
I do not have the books before me. 

j 

• • • • • • • 

2789 Q. Mr. Bickley, I want to put the last two questions 
to you again. j 

The first is whether there is in addition to Accounting 
Bulletin No. 24, any authority to support your view, to 
which you can point, that a public accountant may, in 
reviewing public utility accounts, approve without qualifi¬ 
cation the accounting treatment for intangibles, which pro¬ 
ceeds on the assumption that they are of indeterminate life, 
so long as there is an absence of positive proof that they are 
of limited or fixed life ? 

A. Well, I haven’t had occasion to refer to accounting 
books on this subject for a long time. 

Q. You haven’t any others to cite now? 

A. I have no others to cite now, no, sir. 

Q. You rest essentially on the bulletin as authority for 
what you urge ? 

A. I am compelled to right now, because I say I don’t 
have the books before me. I haven’t seen any hooks for 
some time. I 


2792 Q. In your prepared testimony you referred to 
utility intangibles, and on your cross examination I 
sought to elicit some of the various kinds of those intangi¬ 
bles ; and in the transcript, from 2587 to 2627, you referred, 
in response to questions, to organization expense, franchise, 
going value, integration value, and service area value, as 
utility intangibles. i 

Are there any others? 

A. Does any one have the System of Accounts ? 

Q. Here is a copy, if you care to look at it. 

A. Account 303 of System of Accounts—and several 
others; they are generally of little importance in electric 
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utility operation—but Account 303 mentions patent right, 
licenses, privileges. Patent rights are not ordinarily im¬ 
portant in electric utility accounts. In fact, I can’t 
2793 recall of any electric utility carrying anything for 
patent rights. There may be some licenses—amounts 
paid for certain privileges—but I think those I have men¬ 
tioned cover the major intangibles. 

Q. Then, I believe, on page 2684 of the transcript you said 
that you were inclined to throw them all into one category— 
I presume you were speaking only of the unlimited term in¬ 
tangibles—all into one category, and calling them all gen¬ 
eral intangibles. 

A. Yes. We were speaking there, I am sure, of the un¬ 
limited term intangibles. 

Q. In connection with your work while you were with 
the Wisconsin Public Service Commission, I believe you 
stated that after the 1931 revision you gave further study 
to the problems in connection with the fixed capital pur¬ 
chase adjustment account, and made a proposal for the 
segregation of that account into two amounts. Did the Wis¬ 
consin Commission adopt your proposal for that segrega¬ 
tion? 

A. No, sir. In fact it never came formally before the 
Commission, because by that time I had become chairman of 
the Committee of Accounts and Statistics of the National 
Association of Railroad and Utilities Commissioners, and 
continued my work on the revision of the electric system 
through that period. 


• •••••• 

2801 Q. You will recall that in connection with the Wis¬ 
consin Commission’s opinion, written by Mr. Lilien- 
thal, Commissioner, to which we referred earlier in your 
cross examination, there was reference to the purpose of the 
accounting practice prescribed, being, among other things, 
to minimize variations in cost records merely by reason of 
changes of ownership of the plant. 

Now, having in mind your rather extensive discussion of 
that, and all that you there said, would you say that the same 
purpose marked the modern system of accounts, that is, 
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the N. A. R. U. C. proposal, the Committee propose, of 
which you were a member in 1935, and the system of accpunts 
actually proposed by the N. A. R. U. C., and the system of 
accounts actually adopted by the Federal Power Commis¬ 
sion in 1936? | 

I realize it is near the closing hour, and I hoped we 
wouldn’t have to open up the whole subject and repeat it 
all; but having made your rather full and considered state¬ 
ment with respect to the Wisconsin system, whether, the 
same thing would be true of the modern systems? 

A. Well, if this language were applied to what you! call 
the modern system—and that suits me all right- 

Q. Yes. | 

A. Then I would say the same thing about this language 
with respect to these systems as I would have with respect 
to the earlier language. 

2802 Q. You say if this language—Do you deem that 
language is properly an expression of the purpose of 
the system that your Committee proposed in 1935? 

A. We are speaking just of the last clause of this? 

Q. Yes. The last clause of that compound sentence!. 

A. Well, as I said before- 

7 I 

Q. Well, even if you said it before, would you mind re¬ 
peating it? 

A. Certainly. It is impossible to escape variation in post 
records, because forces are operating constantly to change 
costs. Total cost is changed by change in ownership, bnd 
total cost is the most significant cost record—not original 
cost. j 

So that you can’t minimize variation in cost records when 
changes in ownership take place. That is, you cannot mini¬ 
mize variations in the most important cost, namely, the 
total cost 

Now, this system of accounts, or a system of accounts! in 
which the classified property accounts are recorded at orig¬ 
inal cost, eliminates the influence of changes in ownership, 
because the property is recorded in those classified plant 
accounts, not at total cost, but at original cost; and original 
cost has a certain meaning. The meaning is such as to elimi¬ 
nate consideration of changes in ownership. But at the 


j 
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same time the original cost method can’t escape vari- 
2803 ations in either the cost recorded at original cost or 
the cost recorded as total investment cost. 

Does that answer it, Mr. Wahrenbrock? 

Q. Yes, I think so. That would apply to the Federal 
Power Commission’s system of accounts and the N. A. R. 
U. C.’s actual adopted system of accounts? 

A. Yes, because in principle these systems, I believe, are 
pretty much alike as far as the original cost, or as far as 
recording in the classified accounts the plant at original cost 
is concerned. 

*•••••• 

2816 Q. The hypothetical facts I am asking you to 
assume are that there is no evidence of limited life— 

no positive evidence, as you put it—no showing that the life 
is limited to a specific period, to a determinable period. 
Nevertheless, management does decide, in its own discre¬ 
tion, to amortize the intangible. 

A. "Well, I don’t think that management should amortize 
without evidence of limited life, but lets assume that man¬ 
agement has no evidence—a condition which I find it diffi¬ 
cult to recognize. Your assumption is that there is no evi¬ 
dence of limited life. 

We might go so far as to say—well, I’ll stop there. There 
is no evidence of limited life. 

If management under those circumstances adopted 

2817 an amortization program—I think it would be in 
error, but if it did so—a public accountant might cer¬ 
tify the statement without qualification. 

• •••••• 

2820 Q. On this matter that I was seeking to elicit, I 
would like to direct your attention to your Question 
No. 29, and your answer thereto. The question begins on 
Page 2319 of the transcript. I am asking you to assume the 
facts which were stated in that question which was put to you 
in your direct testimony, but assume that in addition to the 
facts there stated, the public utility management, in due and 
careful exercise of its discretion, enters upon a program of 
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amortization of the intangible, would that amortization be 
certified by a public accountant as in conformity with gen¬ 
erally accepted principles of accounting! 

2821 A. May I take time to read this? 

Q. Yes. 

A. No, sir. That would not be in accordance with gen¬ 
erally accepted accounting principles, because management 
would be recording as either a loss or as a diminution of 
value, a loss or diminution that has not taken place; and if 
management adopted a voluntary program of amortization 
it would be overstating its current costs and understating 
the earnings. So in my opinion it would not be in accord¬ 
ance with generally accepted accounting principles. j 

Q. I meant to make it clear that management waS ex¬ 
ercising due and great care in this decision, and, if neces¬ 
sary, I would give you a few additional facts to make that 
seem reasonable to you. The facts might be in the nature 
that management had appraised the tendency of the times 
and the future course of legislation in the State, the future 
course of personnel of the regulatory commissionH-and 
while it couldn’t put a definite limit on these intangibles, it 
thought that they would not continue to earn indefinitely 
in the future, that it would be better to make provision— 
that would be sound financially and from a business point 
of view—while the sum shown, for what was ahead; and in 
the deliberate and well advised exercise of its discretion it 
determined to amortize them. Your answer is still the 
same? 

A. Well, in the first place, Mr. Wahrenbrock, I 

2822 don’t see what basis management would have for any 
of the decisions that you have pointed out. 

Q. All right. I am not asking you that. 

A. I am speaking of this as a business problem, and that 
is what it is, and it seems to me that those decisions of man¬ 
agement would be unwarranted. And I still think it would 
not be in keeping with sound accounting principles because 
the management is saying that this asset is declining in 
value when the most significant economic consideration says 
that it does have continuing value, namely, the decision of 
the Commission, 
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In Question 29, one of the assumptions was that it is in¬ 
cluded in the rate base measured by prudent investment. 
Now, I have said before that a rate base is not fixed. But if 
there is any rate base that has a very great degree, probably 
the greatest degree, of permanency, it is the prudent invest¬ 
ment rate base. 

Now you are asking me to assume that the management 
has reason to reach conclusions that are contrary to the 
facts; that the agency, having control of the earnings, has 
said that this intangible is of continuing value and may he 
included in a prudent investment rate base. 

Well, the minute a program is decided I think it ought 
to be qualified in the certificate—either in the certificate it¬ 
self or by footnote. 

2823 Q. I would like to ask you to disassociate your¬ 
self from your own views as to whether management 

would be justified in making a decision to amortize under 
the circumstances I have suggested, and assume, contrary 
to your own strongly held views, that management has 
good and valid justification for doing what it does. As¬ 
sume, if you can, that if you were sitting in management’s 
position, you would do the same thing. 

Q. Now, on that assumption, would the amortization be 
in accordance with generally accepted principles of ac¬ 
counting ? 

• ##*••• 

The Witness: In my opinion it would not be in conformity 
with generally accepted accounting principles. There would 
be a departure from cost to the management’s idea of value, 
because everything you have said points to one thing, 
namely, that management thinks that value is declining 
and wants to reflect its opinion of value for the known cost. 
That is value accounting on the part of management, 

2824 and not accounting based upon cost. And a public 
accountant, confronted by such a situation, should 

qualify his statement or carry a footnote on the balance 
sheet and the income account, and of course his certificate, 
if there is not a direct qualification in the certificate there 
would be a qualifiation by reference to the footnote. 

• •••••• 
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2829 Q. Now, whether or not the rate base is wrong, 
the Commission does, I am assuming, find a rate 

base of—I will take your figure—ten million dollars, and it 
finds that, by adding up amounts which are recorded on 
the company’s books, representing specifically identifiable 
properties, and one of the specifically identifiable properties 
is a structure having a recorded cost of a hundred an4 fifty 
thousand dollars, the fact is the structure has been retired 
—is no longer there—but its retirement has not been re¬ 
corded; the hundred and fifty thousand dollars is still on 
the books, still represents that structure which was formerly 
in existence; it is included in the amount which makes up 
the rate base; the Commission allows a fair return on that 
rate base; the company’s rates are fixed accordingly]—are 
charged accordingly—and there are earnings as contem¬ 
plated by the order fixing the rates, including earnings on 
that hundred and fifty thousand dollars. Now, Mr. Bickley, 
does that give the asset value? 

A. And we are assuming now that everyone knows about 
this, is that right? 

Q. I am giving you the facts. I don’t know why the Com¬ 
mission did it, but it is the kind of thing that happen^, and 
I am asking you to assume that it has happened. 

2830 A. Well, if it has happened, I think we ought to 
consider whether or not it is a known fact. Novj, you 

tell me it is a known fact. If it is a known fact, it should 
be known to the Commission. 

Q. All the facts are not always known to the Commission. 
It knows only what is on the record, and on the recdrd it 
has allowed a return on this hundred and fifty thousand 
dollars. 

A. The answer is, of course, that something that does 
not exist has no value as such; but the rate base of ten 
million dollars is sufficient to carry earnings on ten million 
dollars. 

However, it seems to me that that is like asking if there 
is no hole in the doughnut or if there is a hole in the dough¬ 
nut. 

Q. The fact that this hundred and fifty thousand dollars 
has produced earnings does not mean that it has existence ? 

A. No, Mr, Wahrenbrock. The hundred and fifty thou- 
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sand dollars would not be producing earnings. It would be 
the ten million dollars that would be producing earnings. 

Q. Which includes the hundred and fifty thousand dollars. 

A. Well, the ten million dollars is made up as an ag¬ 
gregate of different things totalling ten million 
2831 dollars. Now, I have said that if the property is 
not in existence, the property can’t have value. 
There is nothing there to have value. 

Q. Is the same thing true with intangibles? 

A. If you are saying that any kind of asset—I don’t care 
what kind it is, whether it is tangible or intangible—does 
not exist—does not in fact exist—no. 

Q. Then you would not be able to presume the existence 
of the intangible from the fact that it is in the rate base 
and earning, is that true? 

A. I would presume that it is, just as when the building 
is included in the rate base. As far as the rate base is 
concerned, there is an assumption that that building does 
exist; but if the building doesn’t exist, that answers itself. 
If there is in the rate base an amount for any kind of 
property, tangible or intangible, and the property is non¬ 
existent, well, it is nonexistent, and that’s all that can be 
said about it. 

Q. Would you agree that a regulatory commission may 
express its judgment as to the value of any property for 
rate making purposes within its jurisdiction, but findings 
of value for those purposes are not controlling for account¬ 
ing purposes? 


2832 The Witness: Rate base values are not necessarily 
controlling for accounting purposes, but if rate base 
values are based on prudent investment, then the rate base is 
equivalent to cost, so that the rate base value and the ac¬ 
counting figures are the same. 

But suppose a rate base is arrived at under the rule of 
Smyth v. Ames, where the rate base value is different 
from cost to the utility. I would not propose that those 
figures be substituted in the accounts, and I don’t believe 
they would be controlling for accounting purposes, because 


that would be a substitution of value for cost in the records 
of the company. 


2833 Q. Mr. Bickley, assume that an electric utility de¬ 
rives a third of its revenue from rates which are 
subject to regulation by one State; two-thirds of its reve¬ 
nue from rates which are subject to regulation by a second 
State; the utility has recorded at one million five hundred 
thousand dollars, as part of its physical plant, a power 
plant supplying energy which is served in both States, but 
that power plant is no longer in service. 

The first State Commission, on a record in a proceeding 
before it, requires the elimination of that one million five 
hundred thousand dollars from the accounts, and excludes 
any part thereof from the rate base on which it fixes rates. 

I might just pause at that point. Its action in so doing 
is in conformity with generally accepted principles of ac¬ 
counting, it that correct! 


• •••#•# 

2840 Q. Well, now, can you answer my question? 

A. And a requirement to remove from the plant 
accounts what is not used or useful in public service, afid 
will not be used or useful. That is, it is not property held 
for future utility use. Well, that property ought to come 
out of the utility plant accounts, and it would be consistent 
with accounting principles to require that the property be 
removed from the utility plant accounts. 

Q. And the requirement of the State Commission—tjhe 
first State Commission—that it be removed, and its action 
in not including it in a rate base, would be in conformity 
with generally accepted principles of accounting? 

A. That is so, because the property is not in fact used 
or useful in public service, and is not held for future uSe 
in public service. In that case it should come out of tbe 
utility plant accounts, and a requirement that it be re¬ 
moved therefrom would be in conformity with generally 
accepted accounting principles. 
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Q. All right. Now, the facts are all as I have stated. 
There is no change—not an iota—but there is this additional 
fact: Thereafter, the second State Commission, which has 
jurisdiction over the rates which produce two-thirds of the 
revenues of this company, in a proceeding before it, on the 
record there made, finds that this one million five hundred 
thousand dollars is part of the property of the com- 
2841 pany used and useful in public service, and it in¬ 
cludes a part of that amount in the ratebase on which 
it fixes rates; and it directs the retention in accounts kept 
subject to its requirements of the million five hundred thou¬ 
sand dollars, and in order to anticipate your difficulty, that 
finding is inconsistent with the fact I have given you, but 
the fact is that the property is not used and useful in public 
service, but nevertheless the second Commission finds that 
it is, and allows a rate on a base which includes a part of 
that one million five hundred thousand dollars. 

Now, is the action of the second State Commission in 
conformity with generally accepted principles of account¬ 
ing? Will you answer that question, please? 

• •••••• 

2843 Presiding Examiner: If this witness has an opin¬ 
ion on that question, on that set of facts, he may 
answer. 

The Witness: I have an opinion, and the opinion is that 
something is or is not a fact. The question assumes it is 
a fact that this property is either non-existent, or non¬ 
existent either physically or from the standpoint of electric 
utility plant. 

Now, it is assumed that another Commission says that 
the property is in existence, either physically or as a part 
of an electric utility plant, and the thing that has me 
stumped is how a thing can be both a fact and not a fact. 

Presiding Examiner: He is not asking you that. He is 
asking if this second Commission in its finding and order 
was acting in a manner consistent with general accounting 
principles. 

The Witness: That is not a question of accounting prin¬ 
ciples. 
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Presiding Examiner: Then tell him that. 

2844 The Witness: That is my answer. 

By Mr. Wahrenbrock: 

Q. That is, before you can arrive at a conclusion as an 
accountant with respect to whether the action of the second 
Commission is or is not in conformity with generally, ac¬ 
cepted principles of accounting, you have to know not only 
what the second Commission has found the facts to be, but 
what the fact is, and that they have to be identical? 

A. I think you are expressing a sound view, namely that 
accounting has to be guided by facts. As I said before, ac¬ 
counting does not create facts, and whether or not a thing is 
a fact—in a matter of the kind we are discussing—does not 
involve accounting principles. 

Presiding Examiner: You mean before you are going to 
give an opinion on this second Commission’s action, you 
are going to review what they did and go back and see what 
the facts were upon which they made their finding? 

The Witness: I don’t know whether the accountant wo[uld 
be in a condition of that kind, but perhaps he would be re¬ 
quired to make some independent determination of his pwn 
as to what the facts are, because as this thing is pre¬ 
sented— 

Presiding Examiner: As this thing is presented, you kiiow 
the fact and yet you know the Commission’s action is wrong, 
and that is why you have trouble, is it? 

The Witness: I know it is wrong if it has fofind 

2845 something to be a fact which is not a fact, and that is 
what the Commission states. 

Presiding Examiner: If the Commission didn’t kriow 
that, and you do know it, then what shape are you in ? 

The Witness: We would be thrown back to the same kjmd 
of situation as when a Commission says, and the fact is 
that it has included in the rate base non-existent property. 
Then it doesn’t make any difference about the rate base. 
From an accounting standpoint, non-existent assets should 
come out of the accounts. 
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Q. Now, in this same situation, supposing, the fact being 
that the plant is no longer in existence as a public utility 
part of the public utility plant, and the first state Commis¬ 
sion nevertheless and contrary to that fact finds that it is 
in existence and says that it should be kept in the accounts 
and includes it in the base on which it fixes its rates. 


• •••••* 

2846 Q. Now, to take the second step, the second Commis¬ 
sion is the one which on the record before it finds, 

that this property, which is not in existence, is not in exist¬ 
ence. It makes a finding in conformity with the facts that 
I have stated to you, and it excludes it from the rate base, 
or excludes any part of it from the rate base. 

Now, under those circumstances, its action is in conformity 
with generally accepted principles of accounting? 

A. The inclusion or exclusion for rate base pur- 

2847 poses is not a matter of accounting, and I understand 
that your question is addressed to the relationship 

between the existence or non-existence of an asset in fact, 
and the accounting treatment. 

Q. Yes. Let me give you the further fact that the second 
Commission in that same proceeding orders this amount 
retired or excluded from the accounts of the company which 
are subject to its jurisdiction. 

A. Oh, I think any Commission, the first or the second, 
would be wholly justified from an accounting standpoint in 
directing that there be removed from the plant accounts any¬ 
thing that is not in existence; or if in physical existence, 
that it is not used or useful in public service, is not held 
for future use in public service, or in brief that it is not util¬ 
ity plant, then such plant ought to be removed from the 
accounts because the plant just isn’t there. 

Q. Then the only question to the public accountant re¬ 
viewing the accounts of the utility after the action of the 
second Commission is whether the $1,500,000 ordered ex¬ 
cluded from the accounts of the company subject to the juris¬ 
diction of the second Commission represents an asset which 
in fact is no longer in existence? 
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A. Well, that means that the matter for consideration 
of the accountant is the fact? 

Q. Yes. 

2848 A. The fact having been determined, accounting 
must follow that fact. 

Q. Yes. 

A. And the fact is that the property is either not in exist¬ 
ence physically or that it is not utility plant, and if thajt is 
the fact, then an order—well, it wouldn’t require an order 
by anyone before the accountant would act. 

If the accountant finds that such property is in the utility 
plant account, the accountant would take it out of the 
utility plant accounts. 

Q. The accountant who comes to review the account^ of 
this company finds, in addition to the fact that the power 
plant represented by the $1,500,000 is no longer in existence, 
that the second state Commission has found that it isl no 
longer in existence and has excluded it from the accounts, 
or ordered it excluded from the accounts, but that the first 
state Commission has found that it is still property used 
and useful and has ordered it retained in the accounts Sub¬ 
ject to its jurisdiction, and has included it in the rate Hase 
and allowed a rate which provides a return thereon. 

Now, there are three facts then that the accountant has. 
First the fact is it is out of existence. Second, one Commis¬ 
sion has found it in existence, and third, the second Cpm- 
mission has found it not in existence, and those are three 
facts which the reviewing public accountant can look 

2849 to if they are material or to the extent they are relev¬ 
ant to his decision. 

Now, under those circumstances should be certify that 
the elimination from the accounts of the company of the 
item of $1,500,000 is or is not in conformity with generally 
accepted principles of accounting? 

A. The three facts you mentioned are not matter^ of 
accounting determination. The basic consideration, f|om 
an accounting standpoint, is of course the fact we are deal¬ 
ing with here that it is physical property that can be seen 
and measured in all of its physical aspects. You say that 
property does not exist. 
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Q. And I use “not exist” in the sense of not being a utility- 
asset. I don’t want to take about physical existence, be¬ 
cause and I might go out there and not know whether it was 
used in public service or not used in public service. 

A. Oh, well- 

Q. But it is not used in public service, it is not a standby 
plant, and it has no use in public service. 

A. Well, Mr. Wahrenbrock, you have said that certainly 
insofar as the one Commission is concerned it finds that it 
is used in public service. 

Q. That is right; that is a fact. One Commission finds 
it is, the other finds that it isn’t, and the fact is that it 
isn’t. 

2850 A. You have me lost now. Who is going to deter¬ 
mine that fact ? 

Q. The certifying public accountant has to look at the situ¬ 
ation. 

A. Well, that is not a matter for decision by the certified 
public accountant. Now, if you take the simple situation— 
and it seems to me if we want to simplify this thing it would 
be a good way of doing it—something that can be determined 
to he a fact or not a fact. 

Now, physical existence for physical property can he 
determined, and the accountant can determine that, although 
I don’t think he is performing an accounting function in 
doing so. He probably ought to have an opinion of engi¬ 
neers as to whether or not a piece of property described 
in a certain way in the accounts is this piece of property. 
He will need other assistance, and I say that is not funda¬ 
mentally accounting. 

But here we have a case where a thing is and is not a fact. 
If the property is in physical existence, and one Commis¬ 
sion says that it is used in public service—but you go be¬ 
yond that and say it is not used in public service. I just 
don’t know how to express an opinion on a question of 
that kind when you say a thing is both a fact and not a 
fact. I just don’t know how to express an opinion. 

Q. And the fact is one which each Commission has 

2851 to determine for its own purposes? 

A. Yes, Mr. Wahrenbrock. If you stop right there, 
I could give an answer to your question. 
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Presiding Examiner: If his question stops there, would 
your answer be that the action of each Commission might! be 
consistent with generally accepted accounting principles? 

The Witness: The action of each Commission then might 
have a bearing on the accounting, because one Commission 
says something is a fact. Well, if that is a fact, and jwe 
know that it is a fact, and that Commission says that thi4 is 
a part of the utility property, and that that is a fact, tien 
insofar as a finding by that Commission that it should be're¬ 
tained in the accounts, it is in conformity with accounting 
principles because accounting principles would say that 
property in existence physically, or from the standpoint 
of use or usefulness in public service or useful in future 
public service, may be retained in the accounts because it is 
utility property. 

But the thing that loses me is this idea that a thing is 
and is not a fact. 

| 

By Mr. Walirenbrock: 

Q. All right, now, let’s not have the three facts that I was 
trying to get you to answer me on the basis of. We have two 
facts: 

The first Commission, the first state Commission finds 
that this $1,500,000 generating plant is no longer used 
2852 and useful in the public service, that it has in fact 
been retired, that its retirement has not been recorded 
but should have been recorded, and orders its retirement 
recorded and the accounts to exclude that $1,500,000 frpm 
the plant accounts, and excludes that from the rate base 
insofar as it should otherwise be reflected in the rate base 
on which it fixes rates. 

Now, the second state Commission on the record before 
it reaches a contrary conclusion as to the continued public 
use of this generating plant. It finds that it does contiiiue 
to be used, and makes a finding in conflict with that made 
by the first Commission. It finds that this plant is still used, 
and so far as the accounts of the company under its juris¬ 
diction are concerned that the $1,500,000 should be retained 
in the plant accounts or property accounts, and it fixes 
rates using a part thereof in the rate base which it fixes. 
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Now, is the elimination of the $1,500,000 from the plant 
accounts of the company, after those two Commissions have 
so acted, in conformity with generally accepted principles 
of accounting? 

A. It may not be. Here we just have a clearcut case of 
conflict in the opinions of two commissions. The property 
is physically in existence. 

Presiding Examiner: The conflict is in findings of 

2853 fact between two fact finding bodies. 

The Witness: It may be findings of fact, and also 
difference in opinion, because we have the same piece of 
property, but one Commission is of the opinion and finds 
as a matter of fact that it is in public service; the other 
says it is not in public service. 

Under those circumstances, I believe that accounting 
principles, or the applicable accounting principle would 
depend upon which Commission has control over the earn¬ 
ings of the business. Now, apparently both have control. 

By Mr. Wahrenbrock: 

Q. The first has regulatory jurisdiction over the rates 
from which one-third of the company’s revenues are de¬ 
rived, the second two-thirds. 

A. Well, the revenues alone would not be an adequate 
measure, because the revenues alone do not give a cost 
value. 

Q. All right, I will give you one more fact, then. A one- 
third and two-thirds division of the investment in tangible 
properties. 

Mr. Barber: May I ask a question here to clear my own 
mind from confusion? 

Mr. Wahrenbrock: Surely. 

Mr. Barber: Did your original question include the prem¬ 
ise that the plant actually had been retired? 

2854 The Witness: No. 

Mr. Barber. I thought it did. 

Mr. Wahrenbrock: In this question as now posed, the only 
difference is that one Commission has found that it has 
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r actually been retired and should be, and the second dom- 

mission has found that it has not been actually retired and 
should not be. 

Mr. Barber: And no premise as to whether actual retire¬ 
ment has been made ? 

Mr. Wahrenbrock: That is right. 

v The Witness: But there is a premise that the property 

is still physically in existence? 

By Mr. Wahrenbrock: 

Q. You can go out and see it standing there, yes. 

, A. Well, I should say from an accounting viewpoint the 

controlling factor would be whether or not this property 
has earning value. One Commission says it does have; the 
other Commission says it does not have. 

Perhaps I can approach it this way. In a situation of this 
kind, I think the accountant would have to follow the orders 
, of the authorities that give or that deny an asset in existence 

as a part of a utility property. 

Here is a conflict in fact. There would be no reason, and 
the accountant could find no justification certainly for 
charging off or transferring out of property or charg- 
2855 ing off completely all of that property because one 
Commission has said that it does not represent prop¬ 
erty used in public service. 

Q. He shouldn’t go out and determine for himself, or 
obtain engineering advice or any other kind of advice upon 
which he would make an independent judgment of the 
question? 

A. May I ask one more question just to clear up the ques¬ 
tion? The Commission with one-third said it should be 
written out of the property accounts, and the Commission 
with two-thirds said it should be retained in the property 
account? 

Q. Yes. 

A. I would be inclined from an accounting standpqint, 
confronted by such conflict in fact finding, to retain the 
asset in the accounts and to say that it would be inconsis tent 
with accounting principles to remove that asset from the 
accounts. 
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Presiding Examiner: Now, if you knew as a matter of 
fact that the property did not exist- 

The Witness: That is a different story. 

Mr. Young: That is not in this question. 

The Witness: That is a different story. 

Presiding Examiner: I thought that was part of the as¬ 
sumption. 

Mr. Wahrenbrock: That is the last question I put. He 
liasn’t addressed himself to that yet. 

2856 The Witness: No, sir, I don’t think that is so. Up 
to this point I think you said before the property 

did not exist in fact, wasn’t physically in existence. Now, 
at this point, as I understand it—and maybe I am wrong— 
we are dealing with a piece of property which has physical 
existence. 

Presiding Examiner: Well, there is another question 
pending. Read the question. 

(The pending question was read.) 

The Witness: I am speaking with the understanding that 
the property does have physical existence, that the only 
difference is that the one Commission says it is not utility 
property and the other Commission says it is utility- 
property. 

Certainly the finding that gives this property earning 
value, or if there is a finding that the property has earning 
value, then it would be inconsistent with accounting prin¬ 
ciples to remove that property from the accounts because it 
exists physically and it exists earnings-wise, because it is 
the earning value that gives the property its vitality, and 
it would be consistent with accounting principles to retain it. 

Now, here is just another situation where it is extremely 
difficult to give answers. Suppose you have a situation of 
this kind: here is a power plant. Now, that power plant is 
found—well, in fact it is in physical existence and it is 
found to be a property properly includable in the rate 

2857 base. 

Well, I don’t think that property ought to be 
written off as long as it is in the rate base, and as long as 
the company is earning on it, and as long as the property is 
in existence. No, that property should not be written off. 
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By Mr. Wahrenbrock: 

Q. Well, now, do you think that confronted with the Con¬ 
flicting findings and the inconsistent actions of the two state 
Commissions, the reviewing public accountant should or 
should not attempt to make any independent determination 
of whether or not the $1,500,000 generating station is used 
in the public service? 

A. Well, that would not be an accounting determination. 

Q. Should he ask for such an independent determination 
before expressing an opinion as to the accounts of the com¬ 
pany? 

A. I don’t know what the nature of the independent de¬ 
termination would be. 

Q. Well, engineering, or anything else so he can form a 
judgment of his own. 

A. Well, he would he in a mighty hard position in formling 
a judgment of his own, and anyone else would have difficulty 
in forming a judgment of his own. 

What I believe the public accountant would do in a situa¬ 
tion of that kind is to retain the asset in the accounts 
2858 and to call attention to the conflicting order of the 
other Commission. I believe, Mr. Wahrenbrock, we 
are now getting into the question of two sets of books. 

Q. I have a great many questions I want to ask you about 
that question, and I hope that we can both so frame qur 
approach as not to involve that here just in the interest of 
clarity. 

A. Well, then, I will give my answer on the basis of thpse 
facts as I have been trying to understand them. The prop¬ 
erty has physical existence. I think it would be consistent 
with accounting principles to retain that property in the 
accounts, and I would say generally it would he inconsistent 
with accounting principles to retire it from the accounts 
unless either Commission has the power to say get rid of it; 
then it isn’t a matter of accounting, it is a matter of law. 

Q. Now, supposing instead of the Commission that has 
jurisdiction over two-thirds being the one that finds the 
continued use of the property it is the Commission that has 
jurisdiction over one-third that makes that finding, and the 
Commission which has jurisdiction over two-thirds is the 
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one that finds it does not have continuing use, is not con¬ 
tinuing to be used. 

Does that make any difference in your conclusion 1 ? 

A. Not at all. My thoughts are getting a little 

2859 sharper. The property still has physical existence, 
and I think if there is anything that the accountant 

can be guided by it is that fact, and as long as either says 
it is still used in public service, I think the accountant would 
be fully justified in retaining it, and I don’t think the ac¬ 
countant, if he alone has the decision as to inclusion or 
exclusion of the property in the utility plant accounts, I 
don’t think the accountant should remove it. 

Now, I believe the accountant should carry a footnote 
saying that the utility plant accounts include a certain piece 
of property which one Commission has said is used and 
useful in the public service, and the other Commission says 
is not used and useful in public service. 

Q. It doesn’t depend, then, on the percentage of the 
jurisdiction? 

A. Well, it might depend upon it to such an extent that 
any possibility of doubt would be completely removed and 
perhaps a footnote wouldn’t even be required. 

Q. Well, what do you mean? 

A. Well, suppose while the property is under the juris¬ 
diction of the two commissions, the control over earnings 
derived from that property is so preponderantly with the 
one Commission that perhaps even a footnote wouldn’t be 
required, although I would say generally that when there 
is such a conflict in findings of two Commissions, the 

2860 accountant ought to put a footnote on his balance 
sheet. 

Q. Now, if I understand you, then, in that kind of a sit¬ 
uation where there is this conflict between findings of two 
commissions having jurisdiction over some of the rates, 
each having jurisdiction over some of the rates of the 
company, some substantial part of the rates of the com¬ 
pany, the accountant, if he is satisfied that the power plant 
is still in physical existence, should require that the amount 
continue to be shown on the accounts? 
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A. Yes, in view of this difference in judgment as to facts 
with respect to the use of the property as far as the two Com¬ 
missions are concerned. 

Now, of course, if one of these Commissions has the legal 
power to compel the transfer of that property out of the 
utility plant accounts, then it would be a question of ac¬ 
counting principle, and since the accounting practice dic¬ 
tates compliance with law, it ought to be retained. 

But now suppose the other Commission says, “No,|you 
may not take this property out of your plant accounts.” 

Q. Then you have got to leave the question- 

A. No, you have the company in a hole. It is at least 
in the middle. 

Q. Now, if the accountant said, “there has been a lot 
of discussion about this generating plant; I want tq see 
it,” and he goes out and looks at it and finds a razing 
2861 squad has been there and it is gone, there is no prop¬ 
erty there, then that changes your answer? 

A. Yes, because we discussed that very question before 
and I said if property is not in existence, physical existence, 
of course it shouldn’t he carried in the accounts any ifiore 
than if a company reports on its balance sheet one million 
dollars in cash in ABC Bank. The accountant sends out 
a certification on the part of the bank, and the bank says, 
“The one million dollars is not here.” 

The accountant goes back to his client and says, “The 
bank tells me the one million dollars is not here.” The 
company says the one million dollars is not there, and of 
course the one million dollars ought to come out of the ac¬ 
counts. It is the same kind of thing. 

Q. Now, there wouldn’t have to be complete razing, I 
suppose. If a completely vital part, like the rotor generator 
had been removed and was irreplaceable, and that was gone 
and the accountant knew it, then he would take the sarnie 
position as if the plant had been completely razed? 

A. That alone would not say whether the plant has been 
or is being completely razed, because—well, now, we can’t 
say that a certain part of a standard piece of equipment 
cannot be replaced. That is just going a little far in pur 
assumptions. 
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That is, the fact that some work is being done on 
2862 the property doesn’t mean that the property is going 
out of existence. 


2886 Q. In order to answer whether the order of the 
second Commission is in conformity with generally 

accepted principles of accounting, in having found all these 
facts and made its conclusion of fact therefrom and entered 
its order on those findings, do you have to know whether, 
aside from what it has found, its findings are actually in 
accord with the fact? 

2887 A. In that case, yes, because we are dealing with 
physical property. There is something that can be 

verified. The accountant, in deciding what the applicable 
accounting principles are to the order, or with respect to 
the order, can make an independent determination of 
whether or not the property is being physically retired. If 
the fact is it is being physically retired, then we have the 
same situation as though physical removal had been com¬ 
pleted, in which event the proper accounting treatment is 
to remove the asset from the accounts. 

Q. And in that case, the accountant determining whether 
or not the order of the second Commission was in con¬ 
formity with generally accepted principles of accounting, 
would not give weight to the prior determination of the 
first State Commission, that the asset did continue in 
existence ? 

A. He may give no weight to it, but he certainly would 
give consideration to it. He would give consideration to 
it and, having found that the actual fact is that the prop¬ 
erty has either been displaced physically or is in the process 
of being displaced physically—that is the physical condi¬ 
tion, the physical fact, or the fact with respect to a physical 
aspect—that would be guiding for the accountant. 

In other words, what I am saying is this, that a Com¬ 
mission cannot accurately say that the building is in exist¬ 
ence when the fact is that the building is not there. 

2888 That is all this involves here. 
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Presiding Examiner: You are saying that having made 
an independent determination yourself, you would not pay 
any attention to what any Commission had found as a fact, 
if you had determined the facts for yourself? 

The Witness: And if I had plenty of support fob my 
finding. 

Presiding Examiner: Well, that is another question. 

The Witness: If the independent determination by the 
accountant or anyone else is that this building just iisn’t 
there, but is included in the accounts. 

Presiding Examiner: It wouldn’t make any difference 
what a Commission found? 

The Witness: That is right. It would have to comte out 
of the account. Now, whether or not it comes out of the 
rate base is up to the Commission. 

By Mr. Wahrenbrock: 

Q. Then you cannot answer whether the action of the 
State Commission is in conformity with generally accepted 
principles of accounting on the findings it has made unless 
you are satisfied independently as to what the facts are 
concerning which it has made a finding? 

A. In a matter of that kind where we are dealing!with 
physical property, the existence of which can be confirmed, 
it doesn’t make any difference what anyone | says 
2889 about it. If the physical thing isn’t there it| just 
isn’t there, and no decision of a Commission can keep 
it there. 

Q. Now you are saying the same thing is not true jvlien 
you are dealing with some question other than the tangible 
physical existence of the property? 

A. Then we have involved the same general kind of! con¬ 
sideration, namely, the presence or absence of something. 

Q. Then in those other situations you don’t ha vie to 
know, in order to answer whether the Commission’s action 
is or is not in conformity with generally accepted principles 
of accounting, whether the facts are as found by the Com¬ 
mission? 

A. Oh, I think you have to determine the facts in any 
case. 
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Q. Independently of what the Commission has deter¬ 
mined? 

A. It may be a kind of property that is intangible prop¬ 
erty, like going value or integration value—things that 
you can’t put your finger on—you can’t hold it, you can’t 
touch it—but there may be manifestations of its presence. 
They are nonphysical. They are related to the enterprise. 
If the intangible is a part of the enterprise, you can’t pick 
it up any more than you can pick up the enterprise. You 
can’t touch the enterprise as a physical thing. It is a 
venture; it is a business. But basically the facts determine 
one way or the other. 

2S90 Q. If it is an intangible, in order to determine 
whether the order of the second Commission is in 
conformity with generally accepted principles of account¬ 
ing, would you have to be satisfied independently of the 
findings of the second Commission as to whether the asset 
had continuing existence? 

A. Well, I am lost about the first and second Commission. 

Q. The same two State Commissions I gave you. One 
has jurisdiction over one-third, and the other has juris¬ 
diction over two-thirds. 

A. And one Commission says that this intangible is a 
part of the enterprise investment; it is of unlimited life, 
or it is an enterprise life proposition. In finding that that 
asset still exists, that the cost has not been wasted, I say 
the asset ought to be retained in the accounts. 

Now, you see here, Mr. Wahrenbrock, is the thing asso¬ 
ciated with the enterprise, and therefore the problems of 
determination of existence are different from the problems 
of determination of existence of physical property, because 
you can see physical property—you can put your hands on 
physical property. 

Q. In your answer you have not said whether, with re¬ 
spect to an intangible, the first Commission having made 
all the basic findings and found that the intangible is still 
there, and issued an order in accordance with that; 
2891 the second Commission having found that it is not 
still there—having ordered that it be eliminated from 
the book because it isn’t there—in order to tell me whether 
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the action of the second Commission is or is not in con¬ 
formity with generally accepted principles of accounting, 
you have to know independently—satisfy yourself inde¬ 
pendently—as to whether or not the asset is or is not still 
in existence? 

A. Well, the asset is still in existence as far as I am con¬ 
cerned. 

##•*##• 

2892 Q. The problem I am seeking to ascertain is 
whether, in order to tell me whether the action of the 

second State Commission is in conformity with generally 
accepted principles of accounting, you have to satisfy your¬ 
self that the intangible asset has continuing existence before 
you can answer the question? 

A. Well, there would be something available to mej for 
making such a decision. 

Q. Yes, But you do have to satisfy yourself that it 

2893 does have continuing existence ? 

A. Well, the accountant has to decide whether or 
not the asset is still there. Yes, that is true. And in the case 
you cite you give me information that tells me that at least 
someone thinks it is still there. 

Now, I can do this—and this is the starting point. I 
find that a cost was incurred for this asset. That is sus¬ 
ceptible of accounting determination. One Commission says 
in effect that this enterprise investment—this intangible 
thing—has value. It still exists from a value and earning 
standpoint. 

The other Commission says that it does not exist from an 
earning standpoint. Now, neither Commission can say j the 
thing is or is not there physically, because you can’t touch 
it 

I believe that accounting principles require that cost be 
recognized as long as there is evidence of value. Now, ijere 
we have evidence of value. One Commission has said that it 
has value. The other Commission says it has not. The 
accountant—and we will agree, I presume, that a cost was 
incurred—accounting principles say stick to cost for per¬ 
manent assets and remove the amount, and certainly an item 
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of this character, only when it no longer has permanent 
value. 

Now, from the facts you cite, this intangible still has 
value. Maybe the value isn’t equal to the cost; maybe 

2894 it is more than the cost. But as long as the cost is 
there, and we assume it is there, and as long as value 

is there, I think accounting principles require that you ad¬ 
here to cost. 

Q. In the case of the tangible property, where there 
were the conflicting findings and actions of the two Com¬ 
missions, I believe you said that the accountant would 
satisfy himself as to the continued physical existence of 
the properties. 

A. Yes, he would satisfy himself—something which he 
could readily become satisfied with. 

Q. He wouldn’t accept the finding of the first Commis¬ 
sion or the second Commission, the findings being conflicting 
on that point? 

A. In connection with physical property, the accountant 
can make a determination of fact regardless of what the 
Commissions have said; and the final fact that we boil down 
to in this first situation is that the property is not there. 
Now, the thing that retains the presence of or destroys an 
intangible cost associated with the enterprise is something 
that you can’t touch. 

We know that there was cost; we know that there is still 
value because one Commission has said so, so the asset is 
retained. That is my opinion, and I believe that is a proper 
statement of accounting principles. 

Q. Can you answer me this: In the case of in- 

2895 tangibles, do you, in order to tell me whether the ac¬ 
tion of the second Commission is or is not in conform¬ 
ity with generally accepted principles of accounting, make 
your own determination of whether the asset has continuing 
existence ? 

A. Yes. That is, the accountant can make his own ob¬ 
servation. 

In doing so he may not be performing an accounting func¬ 
tion any more than he is performing an accounting function 
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when he goes out to see whether or not a building 


standing. 

Q. The same thing is true of the physical properties! 

A. The same thing is true in general, but we have to 


recognize that there are some—but I would say the accoun¬ 


tant will make an independent determination, certainly, if he 
can. The accountant makes an independent determination 
of cost, and we are all agreed, I presume, that cost has been 
incurred. 


Q. Have you completed your answer! 

A. The thing that is bothering me is how comprehensive 
independent determination with respect to an intangible, as¬ 
set might be. 

Q. That was going to be my next question. I 

With respect to the intangibles, would you say that, he 
is satisfied if he can find one of the Commissions has found 


that it has continuing existence! 

2896 A. We are not dealing with any question of who 
has jurisdiction over the accounts! 

Q. The same situation I have been giving you—the two 
State Commissions, one with one-third jurisdiction, the 
other with two-thirds. 

A. I certainly say the accountant is in a terrible quandary. 


Presiding Examiner: Why should he be in a quandatv? 
What is the difficulty? 

The Witness: The difficulty is that someone has said that 
something that you can’t put your hand on does continue to 
exist, and someone else says that it doesn’t exist. 

Presiding Examiner: All right. Then what is your prob¬ 
lem! I 

The Witness: The problem, Mr. Examiner, is whether jor 
not it exists. 

Presiding Examiner: That is the question, whether or 
not, as a matter of fact, it is existing. 

The Witness: That is the problem. I 


By Mr. Wahrenbrock: j 

Q. In the case of the intangible, in determining whether 
the action of one or the other of these Commissions is in 
conformity with generally accepted principles of accounting, 
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you are willing to accept the finding of one or the other 
Commission—either one of them—that it has eontinu- 

2897 ing existence, whereas in the case of the physical 
tangible yon go and look to the fact yourself, inde¬ 
pendently? 

A. Yes, the accountant can do that, not as an accountant, 
but it is certainly something that is capable of verification 
as to physical presence. No question about that. 

Q. How do you choose which of the two you are going 
to take in the case of the intangible? 

A. Very well. Here is what I would do, and upon which 
I base a decision as to whether or not a certain accounting 
order is in conformity with accepted accounting principles. 
I verify first that a cost was incurred. 

Now, the next thing I am confronted by is that one Com¬ 
mission says that this intangible is not in existence. Well, 
that must mean with respect to that kind of property that 
it has no earning value and never will have earning value. 

The other Commission says it is in existence; that is, that 
value is still there. 

In a conflict of that kind, where you have something 
that is not susceptible of physical verification, I think 
accounting principles require the acceptance and the reten¬ 
tion of the item as long as cost can be proved and as long 
as value can be established, and by your assumption, Mr. 
Wahrenbrock, value was established. 

Q. The most important aspect of the intangible is 

2898 its value to the utility? 

A. Well, the first significant consideration is cost. 
Now, we should not depart from cost to value. 

Q. After a cost has been incurred the most important 
factor is its value? 

A. Well, not necessarily its value. Its existence. And 
when we deal with some kinds of property, the important 
matter bearing upon its presence is continued value. 

Q. The value determines its continuing existence? 

A. No. The value alone doesn’t determine its con¬ 
tinuing existence. It is the kind of property, the kind of 
asset, that determines its continuing existence. 

Q. If you think that you would be as justified in deter¬ 
mining whether the action of the second Commission was 
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in conformity with generally accepted principles of ac¬ 
counting, in looking to a factor which only reveals, if ahy- 
thing, continuation of value? 


A. That would be one consideration, in dealing with 


an 


intangible. 

Now, there is another consideration, Mr. Wahrenbrack. 
If it is still an enterprise—something associated with the 
enterprise—and if there is any basis for that finding, then 
I think the presumptions are in favor of keeping it and to 
rule as contrary or inconsistent with accounting principles 
anything that says it doesn’t exist. 

2899 I think there has to be a presumption that when 
people spend money and someone says that still has 
vitality, that we ought to keep it in the accounts. I jRst 
don’t know where we would get in things of that kind! 

I will simply boil it down to this: Accounting principles 
would require the retention of that intangible in the Re¬ 
counts, but attention should be called to the contrary order 


of another Commission, by footnote or otherwise. 

Q. The only other factor other than continuing value 
which you have referred to is that of original incurrence 


of the cost? 


A. The original incurrence of the cost, and the one Com¬ 
mission has said that this item has value. I think that is 


something the accountant could not disregard. 

Q. In the case of a tangible—a physical property—thdse 
two facts would not be sufficient to enable you to decide 
whether one or the other Commission’s findings was pr 
was not in conformity with generally accepted principles of 
accounting, is that right? 

A. You mean when we are dealing with physical property 
that a statement by one Commission that the property st5.ll 
has physical existence and a statement by the other that the 
property does not have physical existence? 

Q. Yes. 

A. Well, there we are dealing with the kind pf 
2900 property, Mr. Wahrenbrock. 

Q. With a different kind of property? 

A. With a kind of property, and it is a different kind, [it 
is tangible, replaceable property, not associated with the 
enterprise. 


I 
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The physical property can come and go, but the enter¬ 
prise can continue without regard to physical asset life, so 
that there we are dealing with something, as I say, sus¬ 
ceptible of verification. 

Q. And such verification by you is necessary in order 
to be able to answer the question of whether the action of 
the second Commission is in conformance with generally 
accepted principles of accounting? 

A. Well, it wouldn’t be necessary for the accountant 
to verify personally in the sense of going out and seeing 
whether or not it was there. 

Q. But he satisfies himself on that additional point? 

A. He satisfies himself of the fact that the property is 
not there. 

• •••••• 

2917 Q. Then if the first state Commission finds that 
the $1,500,000 in Account 100.5 is enhanced struc¬ 
tural value and orders it to be recorded as such, and the 
company complies with it, you would, on the basis of that 
compliance and the fact of the finding by the first state 
Commission, conclude that the accounting disposition was 
in conformity with generally accepted principles of ac¬ 
counting? 

2918 A. Yes, it is a matter of fact, of course, first; 
all accounting is, and if there is reasonable ground 

for the finding of a fact, I don’t see how the accountant 
can depart from that. 

Of course you have injected this second thought, namely 
that another Commission says it is some other kind of 
property, that it is an enterprise cost rather than a cost 
of physical facilities. 

I think another question would be which Commission 
can make its order stick. That is quite important, and 
of course that brings in legal matters. 

Q. Well, assume that both state Commission orders— 
I don’t want there to be any question about the validity 
of these orders—both state Commission orders are valid 
np to the hilt. 

A. That may well be, both orders may be valid, but 
a state Commission that has included this property as a 
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part of the physical property may have the power to give 
that cost continuing vitality as long as the cost is present!— 
that is, as long as the property is not used up and retired. 

Q. And that is a significant fact? 

A. Oh, yes, because the entire $1,500,000 was cost, and 
we stick to cost. Cost should be recovered out of operations 
in order to report the true cost of doing business. You said 
that the second Commission said it was an intangible, 

2919 and I believe ordered amortization. Is that correct? 

Q. Yes. j 

A. And I had raised the question whether the amortiza¬ 
tion would be above or below the line of return. If it |is 
above the line of return, there is not much difference be¬ 
tween the orders of the two Commissions. There may be 
a difference in the period over which the amortization 
would take place, but it might be that under the order Of 
one Commission it would go out, it might take thirty years 
for this amount to be retired, and the other Commission 
may say the amortization was to be over ten years. You 
would have a difference in point of time, as far as the 
period is concerned, but the ultimate effect is the same. 
Eventually the $1,500,000 comes out of the accounts. i 

I don’t know what all the accountant might have to con¬ 
sider in some of these things. We can simplify them 
greatly. A legal situation might have a bearing on iit, 
and that is why I said maybe the first Commission can make 
its order stick. 

If it can make its order stick, the accountant has to lie 
guided by that, as well, even though the legal determination 
is not an accounting matter, but it becomes an atmosphere 
for accounting, or the atmosphere. 

Q. Suppose the second state Commission finds that thb 
amount is an intangible of indeterminate life, and 

2920 orders it retained indefinitely on the books of ac¬ 
count. Would that determination be in conformity 

with generally accepted principles of accounting? 

A. These determinations by the Commission as to the 
nature of the asset are not matters of accounting; they are 
legal findings. Now, the accountant is up against the 
problem of deciding which one of these legal findings has 
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to be followed. If the accountant finds good reason to 
believe that it is associated—that this $1,500,000 is as¬ 
sociated with the physical property, I think the program 
of amortization is all right. 

On the other hand, if the accountant cannot be shown 
any conclusive evidence that it is associated with the 
physical property, but on the other hand the evidence points 
in the other direction, then I think the accountant could 
follow the second. 

But the overall important matter here is which Commis¬ 
sion can make its findings hold. Now, I am not so sure 
that the questions can be resolved without some reference 
to enforceability of these orders. If you make the situa¬ 
tion so simple that that has nothing to do with it- 

Q. Well, let me see if this is a simple situation that is 
susceptible to an answer. 

The first Commission finds that the $1,500,000 in the ac¬ 
quisition adjustment account represents enhanced 
2921 structural value and orders that it be retired or dis¬ 
posed of by appropriate credits as the property with 
which it is associated is retired. 

The second Commission—and to make this very simple 
we will make them simultaneously—the second state Com¬ 
mission finds that the same $1,500,000 in the same acquisi¬ 
tion adjustment account represents intangibles associated 
with the enterprise having an indeterminate life, orders 
them retained indefinitely in the accounts, and includes 
them in the rate base, if that makes any difference. 

Now, you are the expert witness now and you are going 
to tell us whether each of these orders is in conformity 
with generally accepted principles of accounting. Will you 
do so? 

A. Thanks for the compliment. 

Q. That is what you are here as. It is no compliment 
as far as I am concerned. It is just what you are here as. 

A. The thing to be done in that situation is to ask the 
company, “What are you going to do? What are your 
official corporate accounts? What are your authoritative 
records on which you are going to base representation as 
to earnings, and so on?” 
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The Company says, “We are going to do one or the 
other,” and it is one or the other. I think what it does the 
accountant could say complies with principles of 
2922 accounting, because there the company has made a 
decision. It has made a decision as to facts, an4 I 
think those facts, when expressed in the accounts, may ibe 
certified. 


But the accountant ought to call attention, by footnqte 
or otherwise, to the conflicting orders and requirements jof 
the other Commission. 


Q. Then if the accountant—or if you as an expert wit¬ 
ness, I believe it was—have to make your decision depend 
upon the Commission’s election, it is not a matter of ac¬ 
counting principle or practice whether one order or tjie 
other or both are in conformity with generally accepted 
principles of accounting? | 

A. I think the case goes beyond that point, because there 
you have cited a situation in which one Commission finds 
that the asset is associated with the physical property, 
and the Commission orders gradual amortization or de¬ 
preciation, and the other Commission says it is an enter¬ 
prise investment associated with the enterprise, and orders 
its retention. 

Now, if the company makes a decision that—and the ac¬ 
countant finds no reason for questioning the legality of the 
decision, and there is not involved here the question of which 
would be the official corporate accounts but the accounts hs 
kept by the company are the official corporate accounts, then 
I think the accountant could certify to that statement, biit 
of course call attention to the order of the other 


2923 Commission. 

Q. Then you couldn’t express an opinion as to 
whether the order of one Commission or the other was 
in conformity with generally accepted principles of ac¬ 
counting until and unless the company had made its 
election or had acted under one or the other order? 

A. Oh, yes, I could decide whether either order was ih 
conformity with accounting principles. If the one order 
is that the $1,500,000 is associated with the physical prop¬ 
erty, and that order requires depreciation of that amount 
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along with the original cost portion of the same property, 
that is consistent with generally accepted accounting 
principles, and assuming that that is the fact- 

Q. Well, would you have to make an independent deter¬ 
mination, or satisfy yourself independently that the facts 
as found by the Commission that made that order were 
the facts? 

A. I would certainly inquire into the matter, and I 
would be inclined to rely on what the company did. As an 
accountant, I would probably want to see any papers that 
were in existence as to how this $1,500,000 was associated 
with the physical property, and particularly when there is 
a conflict of this kind. 

If the company records that order in amortizing that way, 
that process of amortization is consistent with the 
2924 facts to which the amortization program was ap¬ 
plied. 

Now, the other Commission finds that it is an asset of 
unlimited life associated with the enterprise and says that 
that asset is to be retained in the accounts and not amortized. 
That is consistent with generally accepted accounting 
principles. 

Q. And you are able to reach that conclusion without 
any independent ascertainment or satisfaction that the 
$1,500,000 does in fact represent what the second Commis¬ 
sion has found it to represent? 

A. Well, what I tried to say, Mr. Wahrenbrock, is that 
that finding by the second Commission, or rather the ac¬ 
counting prescribed by the second Commission on the basis 
of its finding of fact is a proper accounting treatment of 
the $1,500,000, because a requirement or direction not to 
write off an unlimited term intangible is consistent with 
accounting principles. 


Q. Well, that is it is in conformity with generally accepted 
principles of accounting if the facts are as found ? Is that 
what you are saying? 

A. That is right. 
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Q. But you cannot say, can you, that it is in con- 

2925 formity with generally accepted principles of ac¬ 
counting unless the facts are as found by the second 

Commission, or can you? i 

A. If the facts are not as the second Commission fihds, 
then the second Commission is wrong, because it has made 
an inaccurate finding. 

Q. Then you need to know whether they are as found, 
do you—make your own determination, become satisfied 
at least that they are as found? 

A. I would make some study of it, but it is possible that 
after that study that I as an independent accountant could 
not make a finding as to which fact is correct. j 

Q. Now, under those circumstances, could you answer 
the question? 

A. Then the question is what is consistent with generally 
accepted accounting principles? 

Q. Yes. 

A. Then the company has to make a decision, becajuse 
the company has to assume legal responsibility for what 
is done. 

If the company elects one or the other, the public ac¬ 
countant could certify that either is in conformity With 
generally accepted accounting principles, because the Re¬ 
counting treatment is consistent with the kind of facts. I 

Now, which is the fact in a matter of this kind may be one 
that the accountant cannot decide, and he has to hut 

2926 the responsibility on the corporation, because {he 
corporation has the legal responsibility for its fic¬ 
tion. 

Q. Then until the corporation has acted and if you fire 
confronted at the time the two Commissions are simultane¬ 
ously making their findings and issuing their orders, you 
cannot at that time state whether or not one or the otlier 
or both or neither are in conformity with generally ac¬ 
cepted principles of accounting? 

A. Well, what it would all come hack to is the difficulty, 
if not the impossibility of deciding which is the fact. Now, 
once the fact is decided or someone decides the fact for the 
accountant, the accountant can express an opinion. 





1188 


Here you have a question of conflict in Commission ac¬ 
tion probably involving certain legal conditions. The 
accountant is not in a position to decide that. 

Q. That was my next question. That is to say, then, 
confronted with these two findings simultaneously issued, 
if the company seeks advice from you and says, “So far as 
we are advised now by our attorneys, both are legal require¬ 
ments legally obligatory upon us. Can you as an account¬ 
ing advisor resolve our dilemma?”, you would be obliged 
to advise them that you as an accounting advisor cannot 
resolve their dilemma? 

A. I don’t think the accountant can resolve that dilemma. 
The corporation has to resolve that dilemma. 

2927 Q. Now, supposing—and with this I would like to 
close—the corporation consults the bookkeepers and 
its attorneys and comes to you and says, “We think that 
we can comply, in the one set of books which we have been 
keeping and which we propose to continue to keep, with 
the requirements of both Commissions by mechanical ac¬ 
counting devices, clerical accounting devices. We think 
we can comply with both. ’ ’ 

• •••••* 


Q. My question is would you advise them, accounting- 
wise, that both orders are in compliance with generally 
accepted principle® of accounting? 

A. You have told me that they can comply with both of 
these orders in one set of accounts. 

Q. Yes. 

A. And I must assume that what you are referring to 
are the official corporate accounts. 

Q. Yes. 

A. Well, I would tell the company it couldn’t do it, that 
it could not do it. And when I say they could not do it, what 
I mean is they couldn’t keep more than one official 
2928 set of corporate accounts, and that is what they were 
coming to me with. They were saying, “We can 
comply with either of these orders in our official corporate 
accounts”, and my answer then would be that you cannot 
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keep in your official corporate accounts conflicting account¬ 
ing procedures of that kind. j 

Q. And you say that as a matter of accounting principle 
and practice! 

A. I say it is not only a matter of accounting, but of 
the entire, all of the aspects of accounting; and moreover, 
I think as a matter of common sense, and I think accounting 
has some element of common sense in it. 

• • • • • • • I 

2948 Q. Now, that is what I wanted to get at. I am not 
interested in reviewing or getting a judgment of 

the Arkansas Commission’s order. What I am seeking to 
do is get the relationship of your position on accounting 
principles to such a determination, whether it happens to be 
this Commission or any other, this Arkansas Corn- 

2949 mission or any other Commission, in a matter of that 

kind. | 

And as I understand you, then, if having made findings 
of the kind it has, the Arkansas Commission has ordered 
that the accounts he stated at less than what you regard 
as cost to Arkansas Power and Light Company, and the 
Company, having appealed such an order to the courts, 
and the courts having affirmed that Commission order, 
thereupon complies with that order to avoid being subject 
to penalties which are prescribed by law if it doesn’t cbm- 
plv, its action is then in conformity with generally accented 
principles of accounting. 

A. Well, the action by the company in accordance with 
the order of the Commission and court was a compliance 
with an order. That is, it was an expression in the accounts 
of something ordered by the Commission. That is all it 
is. j 

Q. And that settles the matter- 

A. That settles it. 

Q. —for the accountant? 

A. Yes. "When the company has accepted that order and 
recorded it in its accounts, the company has said, “If we 
had any costs in excess of this system cost, we are going to 
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recognize it as a loss, and write it off,” and that is what 
the company, Arkansas Power and Light, did in this case. 

Q. Now, the action of the company on the facts I have 
put to you was because it had to. The alternative was to 
keep paying fines until it complied, and willy-nilly it 
2950 complies to avoid paying fines. 

A. That is right. 

Q. Now, that doesn’t change the situation? 

A. If the order were appealable and were appealed, and 
the court overruled the Commission perhaps going hack to 
the actual cost to Arkansas Power and Light, and the com¬ 
pany records that condition, that isn’t a question of con¬ 
formity with generally accepted accounting principles; it 
is a matter of compliance with law. 

Now, I don’t suggest by this that law can make good ac¬ 
counting out of bad accounting, but when the law says the 
facts are so and so, then that is just as much a fact to the 
accountant as the non-existence or the existence of physical 
property. The legal determination becomes the economic, 
or sets the economic condition to be recorded in the ac¬ 
counts, but I am not suggesting that legal requirement 
can make good accounting out of bad accounting. 

• •••••• 

2964 Q. My question to you now is if in the present 
proceeding the Federal Power Commission enters 
an order with respect to the accounts of this company re¬ 
quiring certain accounting treatment, and that is taken 
to the courts, and the highest court in the land sustains the 
legality of that requirement, and the company is bound to 
comply with that order, or suffer the penalties provided in 
the statute, and the reviewing accountant now comes along 
at that stage, is he in any different position than the review¬ 
ing accountant concerning whose certificate you testified 
with respect to the action of the company after the order 
of the department? 


• •••••• 

2966 The Witness: Of course, when there are conflict¬ 
ing requirements we know that both of those require- 
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ments could not be expressed in the official corporate ac¬ 
counts, so the accountant, it would seem to me, would not 
be in a position, or were he called upon to express an 
opinion as to legal differences, he must let the corporation 
and its officers assume responsibility for what it puts in;its 
official corporate accounts. And since it is understood that 
the amount which the company puts in its accounts is hot 
in excess of cost, then the certified public accountant, I be¬ 
lieve, could certify to books based on either order. Put 
the opinion would be qualified, either directly or by foot¬ 
note reference, to the order of the other Commission. 

Q. The accountant doesn’t give the answer? 

A. Well, the company must give the answer. 

Q. The company does? 

A. Yes, the company must record in its official 
2967 corporate accounts either one or the other finding. 

Q. I think you did not understand my question. 
My question was the accountant—not the company. The 
accountant doesn’t give the answer? 

A. Not as long as we are within the confines of cost. 
When you say “give the answer”— What do you mean? 

Q. To this dilemma you say you are confronted witli. 

A. It isn’t an accounting determination as to which order 
the corporation complies with. No, that is not an account¬ 
ing determination. That is a managerial determination, 
a meeting of its responsibilities or failing to meet its ire- 
sponsibilities. But, you see, we cannot compare a factual 
situation in which only one Commission has acted with the 
factual situation in which two Commissions have acted, 
because we are then confronted by this question of whether 
a corporation can have more than one official set of ac¬ 
counts. My position is that it cannot. So the management 
has to decide what it is going to do with the account, and 
acts on that. 

Q. Well, maybe you intended to answer this, but assume 
that the Federal Power Commission’s order requires that, 
the accounting therein prescribed be recorded in the com¬ 
pany’s official books, as you use that term, and that is the 
order which on the last appeal the Supreme Court has af¬ 
firmed. 
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Should the reviewing, certifying public accountant, 

2968 when he looks over those official hooks and finds 
that the company has complied with the order of 

the Federal Power Commission, refuse to certify them as 
being in conformity with generally accepted principles of 
accounting? 

A. May the Federal Power Commission, when the court 
orders the Federal Power Commission’s findings he re¬ 
corded in the corporation’s official books of accounts, the 
company records the property accounts on the basis of the 
Federal Power Commission’s order—I don’t see what the 
accountant can do about that. 

The accountant, it would seem to me, would certify those 
accounts, but again call attention by qualification in the 
certificate or footnote, to the conflicting orders of the other 
Commission. 

Q. Now, does that qualification—I think we had a similar 
question a moment ago, and I don’t believe your answer 
carried, to my mind at any rate, a categorical answer to the 
problem—when the certifying public accountant under 
those circumstances certifies that the accounts—the finan¬ 
cial statement of the company is in conformity with gener¬ 
ally accepted principles of accounting, and then proceeds 
to point out that there is a conflicting State order upheld 
by a State Court, does that mean that it is in compliance 
with generally accepted principles of accounting if that 
order of the State Commission does not have the 

2969 effect of making it otherwise, or does it not have the 
effect of so qualifying the conclusion? 

Mr. Laslev: You are still having reference to the State 
order as introduced in this case in which the amount is on 
a direct basis and being earned upon? 

Mr. Wahrenbrock: If that is necessary. 

Mr. Lasley: All right. 

The Witness: Well, now, we can get into something more. 
Mr. Wahrenbrock: 

Q. Is it a question of what we can get into or what we 
must get into? 


1193 


A. Well, when these remarks are made they may add 
another thought, but I will say this generally, that when the 
Federal Power Commission orders a company to record 
its property accounts in a certain way, and the company 
complies with that order in its official corporate accounts, 
the company of course may be departing from cost to value, 
but nevertheless the company does it. When the company 
does it the presumption is that there is a good reason! for 
doing a thing of that kind, and a very good reason in this 
case may be that the Commission has said “Do it”, and 
the company complies with it. 

I don’t see how the public accountant could express an 
opinion on whether what the Commission did was right or 
wrong. All they are saying is that the company has 
2970 complied with the order, and since it is not going 
above cost, that is in conformity with generally; ac¬ 
cepted accounting principles. Now, as to what the reference 
to the other order means, all it means is that the other oitder 
is there, and if for some reason that order were substituted 
in the accounts for the order of the Federal Power Cpm- 
mission, that too—and the company records that order— 
that too would be in conformity with generally accepted ac¬ 
counting principles, but in that case the accountant calls 
attention to the order of the Federal Power Commission^ 


2979 “Question: Now, suppose that for a number of 
years the portion of the acquisition adjustment 
account which represents enhanced structural value or 
other intangible property—other depreciable intangible 
property—was not depreciated or amortized. There was 
a failure to depreciate or amortize that portion. And 
that amount is on the books without having been de¬ 
preciated or amortized. What disposition should be 
made of the portion which should have been depreciated 
or amortizedT”) 


The Witness: Now, we can simplify that and not depart 


from it, but let me simplify it first and then come down 
these segments. 


to 
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It seems to me that is the same as saying that a 
2980 corporation has made an investment in depreciable 
property. The property is used in the business, but 
the company fails to record any depreciation. What do 
you do? Now, the only difference between that and the case 
you cited is that because a portion of the total investment in 
depreciable property was carried in another account, there 
was a failure to provide any depreciation on that portion. 

Well, to me the problem is no different. If there was 
failure the depreciation should be provided on the total 
investment, and if there is a failure to do that, then the 
accounts ought to he adjusted. Now, I am assuming that 
this isn’t because of inaccurate estimates of depreciation hut 
it is just a failure to do something which should have been 
done. 


By Mr. Wahrenbrock: 

Q. Yes. 

A. Well then the correction ought to be made, and ordi¬ 
narily that correction would he to surplus; hut if you get 
into a situation where a small amount is involved, such as 
may result from over or under-estimating, then I think you 
would adjust future depreciation rates upward or down¬ 
ward, but certainly if there is a failure to depreciate the 
investment that should have been depreciated, it ought to he 
corrected. 

Q. If it is not trivial, it would not be properly 
2981 charged to operating expense? 

A. No, because that might distort the operations 
for the year in which the correction is made. 

Q. And if it were charged to operating expense, such 
a disposition would not he in accordance with generally ac¬ 
cepted principles of accounting? 

A. I wouldn’t say that a correction through operating 
expenses would not be in accordance with generally accepted 
principles of accounting. That is, a correction of 'wer or 
under accruals of depreciation might he adjusted through 
the subsequent years. But if there was a failure to do 
something that should have been done, namely, to depreciate 
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the acquisition adjustment portion the same as the original 
cost portion then a surplus adjustment would be in order: 

Q. Yes. 


2982 Q. There your testimony referred to management’s 

amortization of intangibles; notwithstanding your 
own views as to what would be better accounting, I believe 
you said that without evidence of limited life, a public ac¬ 
countant could certify the statement without qualification. 
Now, suppose management decides on the amortization pro¬ 
gram because of a requirement by its bankers in connection 
with a refinancing, does that make any difference to your 
answer? 

• •••••• 


2984 Q. My question is: the fact that management has 
made that decision in response to a suggestion oh a 

requirement of its bankers in connection with a refinancing 
does not make any difference to your answer? 

A. No, sir, because that is just a condition—a considera¬ 
tion—that leads management to a decision as to a course 
of action. 

Q. The nature of the reason then for the management’s 
decision is not material? 

A. Well, I think the reason for the management’s deci¬ 
sion is that the asset may be of limited life. That is the 
reason for the decision. Now, what prompts- 

2985 Presiding Examiner: The question is, Does the 
fact that the bankers request or the bankers suggest, 

make any difference to your answer? 

Mr. Wahrenbrock: Yes. 

The Witness: Well, I certainly don’t think that the bank¬ 
ers’ suggestion could be supported by accounting principles. 
It has to be supported by some fact. Now, if the fact is that 
the banker believes that the asset may be of limited lifp, 
and the management agrees with that, the public accountant 
would not refuse to certify. 
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By Mr. Wahrenbrock: 

Q. Suppose management undertakes the amortization 
program in response to a requirement by a regulatory Com¬ 
mission upon consideration of an application by the utility 
for approval of a refunding security issue, does that make 
any difference to the answer? 

A. No, none of those things make any difference. A 
decision, however prompted, to amortize an intangible, 
should, if consistent with generality accepted accounting 
principles, be predicated upon a conclusion or a belief that 
the asset is no longer of unlimited life. 

Briefly, if the asset is of unlimited life, it would be in¬ 
consistent with generally accepted accounting principles to 
amortize it. But if there is reason to believe, or if 
management adopts a program of amortization vol- 
2986 untarily, or because of a banking or regulatory re¬ 
quirement, and does amortize, then that raises a pre¬ 
sumption that the management is satisfied that the asset is 
of limited life. Then amortization is in order. 

Q. Now, when you say that, do I understand that you 
recognize that Accounting Bulletin No. 24 does recognize 
that even though value of the intangible continues, yet if 
management, without the compulsion of any accounting re¬ 
quirement, undertakes the amortization, is it in accordance 
with generally accepted principles of accounting for it to do 
so? 

A. Accounting Bulletin No. 24 says on that subject that 
such amortization is within the discretion of the corpora¬ 
tion, and is not to be regarded as obligatory; but it says 
further that such disposition should be discouraged. 

Q. But is not to be prohibited? 

A. That is right. It is not prohibited. And when Ac¬ 
counting Bulletin No. 24 says that such amortization is 
within the discretion of the corporation, it is saying in 
effect that a decision as to whether the asset is of limited 
or unlimited life is something for management to decide. 

Q. And the decision whether to amortize, irrespective of 
the continuance of value, is something that management is 
not prohibited from deciding by accounting prohibition? 

A. No, there is no accounting prohibition. 
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Q. I think you are in agreement with me, but you 

2987 say “no”, which seems to indicate you are not in 
agreement. 

A. I am sorry. I would say there is no accounting 
prohibition against it, but there is this very explicit pro¬ 
nouncement. 

Q. Yes. 

A. That it should be discouraged. 

Q. Yes. And when Accounting Bulletin 24, in paragraph 
four, says such amortization is within the discretion of the 
corporation and is not to be regarded as obligatory, do you 
understand Accounting Bulletin No. 24 to mean that man¬ 
agement is not obligated by accounting principles to so 
amortize ? 

A. Management is not obligated by accounting principles 
to amortize an asset of unlimited life, and we may go further 
and say that accounting principles may not be given in 
support of a program of amortization. 

Q. Yes. 

Presiding Examiner: The question is, Is that what you 
understand this accounting bulletin to mean? 

The Witness: Yes, sir. 

By Mr. Wahrenbrock: 

Q. And when paragraph four says where a corporation 
decides, the decision there referred to means a decision 
arrived at without compulsion of a mandatory accounting 
requirement—that is without compulsion of a requirement 
of general principles or practices of accounting that 

2988 it be so decided? 

A. Yes, because there is certainly no accounting 
principle that requires amortization of an unlimited life 
intangible. 

Now, the Committee recognizes that even this exercise 
of discretion on the part of the corporation may he fraught 
with such danger that the procedure should have formal 
approval, preferably by action of the stockholders, and the 
Committee said further that the facts should be fully dis¬ 
closed in the financial statements. 

I think it gets down to this question, that the manage- 



1198 


ment has for some reason decided that this asset has become 
of limited life, and there is certainly a considerable area 
of discretion on the part of management as to the life term 
of its assets. 

I don’t think this bulletin says that management can be 
arbitrary about these things. Management can’t make the 
statement that it believes the assets are of unlimited life, 
and then write them off. But if management has reason to 
believe that they are of limited life, that is where the 
discretion is exercised. The discretion is exercised in con¬ 
clusions as to the term of the asset. 


2997 Q. Yes. Now, assume, if you will, that a con¬ 
stitutionally valid Arkansas statute requires all 
electric utilities in Arkansas to amortize their intangibles. 

Would compliance with that statute by the Arkansas 
Power & Light Company be in conformity with generally 
accepted principles of accounting? 

A. It seems to me that wouldn’t be a matter of accounting 
principles. It would be an accounting practice to comply 
with enforceable law, but that doesn’t raise a question of 
accounting principles. That is, the action or the statute 
doesn’t create an accounting principle, but if the statute 
is enforceable, then it would be accounting practice to 
comply with the statute. Or, looking at it another way, 
certainly the legislature could not on just a sweeping 
generalization of that kind say that this statute is consistent 
with accounting principles, or that accounting principles 
may be used in defense of the statute. 

• •••••• 

3000 Q. The balancing of the private interests involved 
in the relationship of management to owners, the 
balancing of the weight of those legal obligations against 
legal obligations to the public which may be sought to 
be imposed by some statute such as I have asked you to 
assume, would be a matter of a legal question on which 
you, as an accountant, would look to legal advisors or to 
the courts for the resolution? 
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A. Well, I think it is something more than a legal ques¬ 
tion. I think it is a practical question, a practical business 
problem, and a social problem, in the balancing of 
3001 the respective rights, and we might say the reciprocal 
rights of investors and patrons. 

Q. Well, would you say in such a situation that, as an 
accountant confronted with, we will say, a conflict of the 
legal obligation of management to owners with the legal 
obligation of management to the public as defined bjr a 
statute of the kind I have referred to, you, as an accountant, 
would seek to resolve those conflicting legal obliga¬ 
tions? 


3002 A. I understand the question, and my answer is 
that that is not an accounting matter. 

Q. The same thing would be true if, instead of being an 
Arkansas statute, it were a Federal statute? 


The Witness: Of course I have a little difficulty in know¬ 
ing what the responsibilities of management may be to 
the public in connection with the amortization of intangibles. 

By Mr. Wahrenbrock: 

Q. All right, I will leave out “to the public”, and say 
just legal obligation of management to ownership verjsus 
a possible conflicting legal obligation of management under 
such a statute. I won’t say legal obligation to whom; I 
will just say legal obligation under such a statute. 

• • * • * • • 

3003 Mr. Wahrenbrock: I am asking whether he, as an 
accountant, recognizes that as a legal question, or 
regards it as an accounting question. 

The Witness: Well, I have said it is not an accounting 
question. Isn’t that right? 

Mr. Wahrenbrock: I think that was your answer, yed. 

The Witness: I have said that. 
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By Mr. Wahrenbrock : 

Q. And the same thing is true if it is a Federal statute, 
obviously? 

A. Yes. 


3025 Q. I would like to direct your attention to this 
photostat of your 1926 article in the American 
Economic Review, 

• •••••• 


3030 Q. At the bottom of page 34, that last paragraph 
there. Did you not there write: 

“Furthermore, if rates were advanced to a point 
that would increase the market value of the property, 
and a change in ownership consummated at the higher 
price, what would be the rate base when prices receded? 
Would it be the original cost of constructing the plant, 
or the investment by the new owners? If the latter 
were accepted, the patron would be saddled permanently 
with the additional sum on which to pay a return 
through rates. If the former basis were used, the 
investor would suffer a loss.” 

A. I pointed out that- 

Mr. Lasley: Mr. Examiner, I can’t see the pertinency 
or materiality of this. 

The Witness: I was recognizing the difficulties that you 
get into when you go one way or the other. 

Presiding Examiner: He is asking him if he said that 
twenty-two years ago, and he said that is what he said. 

By Mr. Wahrenbrock: 

Q. It is still true today, isn’t it? 

A. Well, if I were writing this today, you mean would 
I use the same language ? Oh, I am sure I wouldn’t. I hope 
I have gained something by twenty-two years of experience, 
Mr. Wahrenbrock. 
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3031 Q. My question is, what you then wrote is j;rue 
today, in your opinion? 

A. No, not wholly true. If the cost of the present owner 
is accepted, I wouldn’t say today that the patron would be 
saddled with something. 

Q. Why not? 

A. Because “saddled” carries a connotation that he is 
required to carry a burden that should not be imposed upon 
him. 

Q. Unjustly? 

A. Unjustly. 

Q. And you think it is not unjust now? 

A. Well, no. If you ask me if I have changed my mind 
from the implications that may be carried here, I will say 
yes. I have changed my view. 

I would not be so strong in language. Maybe I am getting 
old and mellow. I don’t know. Or maybe I am getting niore 
common sense. Still I think it is a pretty good article at 
that. 

Q. Why did you say that it is particularly true that 
there is a danger of understatement of property or earnings 
from the amortization of intangibles in the case of a regu¬ 
lated utility? I am referring to your answer to Question 
27 now. 

A. Yes, I have it. 

3032 Q. Which begins on page 2315 of the transcript. 

A. You have the transcript. I don’t have it with 

me. May I compare my copy of the testimony? 

Q. That appears in the second paragraph of your answer, 
on page 2316. 

A. Yes, sir. 

Well, what I had in mind in emphasizing the condition 
with respect to utilities and when a prudent investment 
rate base is used, is that the prudent investment is supposed 
to he synonymous with cost to the owner. Now, if the book 
record of cost to the owner is either overstated or under¬ 
stated, then the book cost does not reflect the actual cost, 
namely, the investment cost; and if assets are omitted that 
are a part of prudent investment and actual cost, the bdoks 
would not reflect the prudent investment. 
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Q. Then your apprehension arises because of the fore¬ 
closure of the rate base questions by the accounting now 
ordered? 

A. Well, it is an establishment of a direct identity be¬ 
tween the rate base under the prudent investment method 
and the book figures. 

Now, the book figures ought to report the prudent invest¬ 
ment, and if something is omitted from the book figures, 
there couldn’t be a proper reconciliation. Suppose there 
is something included in prudent investment and 
3033 thereby in the book cost; but later something comes 
out of the book figures which is still an actual cost. 
That is, for some reason there has been a writing down of 
cost to value. 

Now, that could lead and does lead to an understatement 
of the assets, and probably to an understatement of earn¬ 
ings and surplus, because I suppose this- asset would be 
written off against revenues, net income or surplus. So the 
books fail to report the full true cost, which was prudent 
investment. 

So I think that under the prudent investment rate base 
in particular it is of great importance that assets be neither 
overstated nor understated. 

Q. That is because you feel that the determination of 
cost for the accounting purposes would determine the cost 
which would be used in the prudent investment rate base 
for subsequent rate making purposes ? 

A. Well, that would be so, of course, since prudent in¬ 
vestment and cost are supposed to be the same. 


• ♦••••• 

3043 Q- Mr. Bickley, I would like to ask you to assume 
that a utility property is constructed by L at a cost 
of a million dollars. If rates were to be fixed on the pru¬ 
dent investment basis at that point, the plant would enter 
into the rate base at a million dollars. Is that correct? 

A. Yes, sir. 

Q. Now, assume that thereafter L sells that property to 
0 for $1,050,000. Then if rates were to be fixed, that prop- 
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ertv would enter into a prudent investment rate base 
$1,050,000. Is that correct? 

A. There has been no additional property? 

Q. That is right. 

A. And no retirement? 

Q. That is right. 

A. Even then that wouldn’t necessarily follow, becaiise 
I suppose there would be some depreciation on the property. 

Q. All right, taking account of depreciation. 

3044 A. Then the rate base, the prudent investment 
rate base would be the cost to O, whether thatj is 

the then book cost of the property to L or not. That is, when 
L sold, it might have had a reserve, we will say of a hundred 
thousand dollars, so that the net book value would have 
been $900,000, but if L sells to O for $1,050,000, the prudent 
investment rate base for the property of O would be jits 
investment in that property. 

Q. And your earlier testimony was that an accounting 
requirement for amortization of the difference between tbe 
million cost to L and the $1,050,000 cost to O would result 
in an understatement of the plant account? 

A. No, sir, I don’t believe I said just that. In the first 
place, you would have to know what the difference between 
the cost to O and the cost to L, which was the original cojst, 
represents. j 

Q. Yes. Now, if it were determined that that difference 
of $50,000 represents intangibles, then your previous testi¬ 
mony was that a requirement for the amortization of the 
$50,000 would result in an understatement of the plant de- 
count? i 

A. And assuming that the intangible is one associated 
with the enterprise, namely an unlimited life intangible.! 

Q. Now, suppose that O sells the same property to P fjor 
$50,000 more, or $1,100,000. Disregarding depreciation 
and additions and betterments, the same thing would be 
true? 

A. If the cost to—what is the other company, ^r. 

3045 Wabrenbrock ? 

Q. L, O and P. i 

A. If the cost to P is $1,100,000, then that would be the 
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prudent investment rate base, and of course that sort of 
thing has happened through the experience and the history 
and development of the electric industry. Properties have 
changed hands many times, and there usually is some 
change in cost to the new owner. 

Q. And if, after the purchase by P, or at the time of the 
purchase by P there was no indication or no positive evi¬ 
dence that the $100,000 represented enhanced structural 
value, no such indication or showing that it represented 
tangible property of any other nature and no such showing 
that it represented intangibles of limited term, then you 
would conclude that it represents an intangible of indeter¬ 
minate term and any requirement for the amortization 
thereof would be an understatement of the plant account? 

A. That is true, and would also result in an understate¬ 
ment of earnings and surplus to the then owner of the prop¬ 
erty. 

Q. And, as you say, that kind of process can keep going? 

A. And it has happened, of course. 

Q. Is there any limit to the number of such transactions 
with increases in such intangibles that can take 
3046 place ? 

A. No, there would be no limit, and of course as a 
matter of fact the properties may be transferred at more 
or less than cost to any owner at a particular time. 

In the early years of utility electric industry properties 
were sometimes transferred at less than the original cost— 
that is, cost to the person first devoting the property to 
public service—but for many years past the electric in¬ 
dustry has been an expanding one, one of increasing ser¬ 
vice value, and with the exception of such periods as a de¬ 
pression, one of increasing commercial value, so that the 
trend in the value of utility properties has generally been 
upward. There have been times when values have fallen 
and transfers made at a lower price than cost to the vendor. 

Q. Then the use of the prudent investment rate base in 
fixing rates for such a property would result in a higher 
rate base than in the case of a property otherwise exactly 
similar if the other property had not been resold as often? 

A. That is true, and that is a result of the prudent in- 
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vestment rate base. But of course, as a matter of ifact, 
looking at the utility industry we have found rising values, 
but at the same time lower costs of money, and there; may 
have been situations—I can’t point out any now—in which 
the higher values were offset in part at least by lbwer 
rates of allowed return. 


3049 Q. Then to the extent that a fair value rate base 
reflects acquisition cost, the use of the fair value 

rate base and the use of the prudent investment rate base 
in your opinion give rise to this kind of a situation, j that 
a prospective purchaser of a utility property can study 
that property and its potentialities, and can come to the 
conclusion that it would support a higher rate structure 
which would produce a reasonable return on a larger in¬ 
vestment than is currently invested in that property, and 
he accordingly makes that larger investment, thereby in¬ 
creasing the amount that is invested in that property,! and 
having acquired the property at that higher investment 
he can show the regulatory commission which is follow¬ 
ing the fair value or the prudent investment rate base yhat 
the amount of his higher investment is, and as a result of 
that higher investment have rates fixed which will enable 
him to earn a fair return on that higher investment, i and 
having had such rates fixed charge those rates, realize the 
earnings that they provide on the larger investment, and 
having realized them establish the fair value or 

3050 establish the earnings which justify the investment 
he made. Is that correct? 

Mr. Barber: I object to that as irrelevant and immaterial, 
and not related to any issue, not to any claim made by the 
company in this case. 

Mr. Wahrenbrock: This goes to the question of the dis¬ 
position of the 100.5 amounts. 

Presiding Examiner: It may show the witness’s opinion 
on that question. He may answer. 

The Witness: What you have said could happen; atjthe 
same time, it might be in reverse. j 
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By Mr. Wahrcnbrock: 

Q. Yes, but as you say generally throughout the history 
of the industry predominantly that is what has been hap¬ 
pening? 

A. Yes, certainly, for I would say the past twenty years, 
if not longer, with temporary reactions the other way, such 
as during the depression. That can happen. 

On the other hand, the reverse could happen. 

Q. Yes. 

A. The investor might conclude that for some reason 
the utility couldn’t continue to realize the present level of 
earnings, or perhaps the past level of earnings, and he 
may be unwilling to pay even the cost to the present owner 
of the property. But certainly this is true, that the prudent 
investment rate base is the investment by the present 
3051 owner. That investment can be more or less than 
the investment by a past owner of the same property. 
Likewise, under the fair value rate base, that value may 
be more or less than investment to the present owner, and 
would not and seldom would be the same as, we will say, 
the original cost as defined as the cost to the person first 
devoting the property to public service. 

Now, those things have happened, and they can happen 
in the future, and they are happening today under au¬ 
thorizations by such commissions as the Securities and 
Exchange Commission. 

Q. I would like to refer to that situation which I have 
just described, which you indicated, by a gesture, as a 
circle. 

A. And the circle will go around either way. 

Q. All right. I will not refer to it, as Mr. Bell did, 
as a terribly vicious circle, but let me just call it a circle. 


3057 Q. Where during the continuation of a single 
ownership factors change, and there is amortization 
of the excess of the acquisition cost over original cost by any 
of the methods which you have, by your previous testi¬ 
mony, recognized, would if followed, be in conformity 
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3058 with generally accepted principles of accounting, the 
effect of that amortization is, insofar as a prudent 

investment rate base is used, or insofar as investment 
enters into the determination of fair value, if a fair value 
rate base is used—the effect of that amortization is to bleak 
the circle, in the language which I previously indicated I 
would use, is that correct? 

A. No, sir, I don’t think it is correct. 

Q. Do you understand what I mean? 

A. Yes, sir, I do. You are assuming a condition in which 
there is proper amortization of an intangible carried in 
Account 100.5, namely, that it is a limited term intangible, 
or else that there is amortization of structural value in 
Account 100.5. 

Q. There may be other circumstances where there is 
amortization that is in conformity with generally accepted 
principles of accounting, if carried out. 

A. Well, of course, Mr. Wahrenbrock, those things have 
nothing to do with the fair value rate base. 

Q. May the record show your agreement? I think Vou 
just nodded that there may be other methods. 

A. Well, if there are any other methods which have 
proper application to the intangibles, what I was coming to, 
first, is the relationship which you seem to have established 
between costs to the present owner and fair vajue. 

3059 That relationship, of course, is not a correct one 
by any means. 

Q. All I meant to include there was whatever you had 
suggested when you had pointed to the possibility or prob¬ 
ability, whatever it was, that cost in a fair value rate pro¬ 
ceeding, would have or might have some effect on the de¬ 
termination of fair value. I did not mean to include bny- 
thing more than that. 

A. But I don’t want to say specifically that it does that. 

Q. Yes. 

A. I say it might have. 

Q. Yes, and it is only to that extent that I have referred 
to the fair value. 

A. The next point is, Does this amortization have: an 
influence on the price that would he paid for the property? 


I 
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because I don’t want to use this expression of “vicious 
circle”, but rather view it as a matter of increasing or 
declining values. 

Q. I think you are taking the problem in a more compli¬ 
cated aspect than I had intended; my inquiry goes to the 
situation which exists after such amortization, and without 
contemplating any future acquisition. Let us just consider 
the rate making problem from there on. 

A. That is better for me because I thought you might have 
in mind a transfer of property during the period of 

3060 amortization. You are assuming that the amortiza¬ 
tion program has been completed? 

Q. Take it either way. It is cither in process or is 
completed. Take it as completed. 

A. Well, if it is in process. 

Q. Take it completed. I think that is simpler. 

A. I think it is. 

Then we would get back to the question of how this 
amortization took place, whether it was an operating ex¬ 
pense or as a deduction from income, and the reason why 
that is important is that the net income available for 
distribution might be less if amortization were as an in¬ 
come deduction than it would have been if the amortization 
were as an operating expense. 

Q. Would it eliminate any problems you may have in 
that connection to assume that the ratemaking problem 
arises after the amortization problem is passed—amortiza¬ 
tion is passed and we have had experience without refer¬ 
ence to the amortization. The program is all finished, and 
a year or more has passed. 

A. Yes, sir. But what I am trying to get down to now 
is the important item in the determination of purchase 
price, because that is what we are going to now. 

Q. We are looking now at rate making. 

A. At rate making. All right. 

3061 Under a prudent investment rate base there would 
be included, of course, only the unallocated cost— 

that is costs which have not been allocated to past opera¬ 
tions, whether that is unallocated property investment in 
the sense that the cost has not been allocated in past opera- 
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tions for depreciable property or some other property 
which we will say is amortizable, as distinguished from de¬ 
preciable. That would be the prudent investment rate t>ase 
at that time. That is not necessarily, of course, the origi¬ 
nal cost of the property, because the investment at that 
point could still include an investment in excess of original 
cost for constructed property. 

A fair value rate base would take into consideration, I 
should think, the investment at that time by the then owner, 
perhaps the original cost, reproduction cost, less depre¬ 
ciation of course—and after giving consideration to those 
factors and any other thing relative to value, a fair value 
determination could be made. 

But if your thought is—if this is what you want to! get 
at—that if by any procedure of treating investment cost 
we get back to original cost, whether original cost! as 
the rate base would be a constant amount with respect to 
the same property, my answer is yes—it would be a Con¬ 
stant amount, because original cost is defined as having 
a certain meaning as applied to all property. 


3071 “Question: Suppose the purchaser of an op¬ 
erating electric utility property ascertains that 

3072 in that jurisdiction rates are fixed on a prudent 
investment rate base, and by the method which I 

have previously cited, assumes that he can earn earn¬ 
ings on a higher investment if he makes a higher in¬ 
vestment, so he makes a higher investment than that 
the seller has in the property, in anticipation of being 
able to earn on that higher investment under the pru¬ 
dent rate base followed by that regulatory commission, 
and does so, and obtains his higher rates, obtains his 
higher earnings. I take it that that excess of his; ac¬ 
quisition cost over the seller’s investment represents 
an intangible of indeterminate life under those Cir¬ 
cumstances? 

“Answer: Well, I don’t- 

“Question: There has been no change in price levels 
or no appraisals to indicate any increase in structural 
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value, no positive evidence of any other thing to ex¬ 
plain this increase. 

“Answer: What is the question? 

“Question: The question is, The excess under those 
circumstances does represent an intangible of inde¬ 
terminate life?”) 

The Witness: It is a long question, and I want to get the 
substance of it; and the substance of it, as I see it, is this: 
A prospective purchaser of a going utility property 

3073 believes that under his control or management he 
can earn more on that property than the amount be¬ 
ing earned by the present owner. He buys on the basis of 
his estimated prospective earnings. The price he pays, 
we will assume—although it does not necessarily follow—is 
more than the cost to the vendor. 

Under a prudent investment rate base the new owner ex¬ 
pects to be allowed earnings based upon his investment. 
Whether or not those earnings are more than the earnings of 

the vendor will depend upon, first- 

Q. I have given you the fact now- 

A. Yes. 

Q. —that he does realize the earnings he expected. 

A. He realizes the earnings he expected, and the earn¬ 
ings he expected become the basis for the purchase price. 
Well, I have said—at least I have implied—that the pur¬ 
chase price is not necessarily more than cost to the vendor. 
It depends upon- 

Q. I gave you the fact that he did pay more. 

A. He paid more. 

Q. Yes. 

A. Then under the prudent investment rate base, the price 
being more, he expects a return on that price; he gets 
the return he expected, and that is the result of it. 

Q. Well, now, the question is, Does that excess— 

3074 that “more” that he pays—represent intangible of 
indeterminate life ? 

A. Yes, I would say that it does, because we have assumed 
further that the difference between cost to the new owner 
and cost to the vendor is not due to increased structural 
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value or increase in the value of land, and is not due to a 
limited term intangible. 

Q. Yes. 

A. Then the difference between the purchase price and 
the cost of the vendor would be an unlimited term intangible. 

Q. Now, during this period of ownership, new legislation 
is enacted and in jurisdiction, which we will say constitu¬ 
tionally prescribes and requires that his rates thereafter 
be limited to rates fixed on an original cost basis, and the 
rates are so fixed, the earnings decline and he thereafter 
does not realize the earnings on the increased amount of 
the investment which he put into the enterprise, but only on 
the amount of the investment which his vendor had ini the 
enterprise, would you say that then the intangible has 
ceased to exist and has become of terminate life and actually 
of terminated life ? 

A. The way you have posed that question you have drawn 
a conclusion from a certain step and I don’t think the Con¬ 
clusion necessarily follows. 

What you have said is that after the present owlner 
3075 has paid more for a going utility property than|the 
cost to the vendor, the legislature passes a statute— 
and we will assume that it is a constitutional statute—that 
fixes as the rate base the original cost of the property. Now, 
I can’t imagine a legislature fixing as a rate base the cost 
to the person who owned the property just before the pres¬ 
ent owner got it, so I think your view must be that the legis¬ 
lature fixes an original cost rate base. 

Q. Well, suppose that the vendor was the constructor of 
the property. That eliminates any difficulty there. 

A. All right. Now, you have concluded from that tjhat 
the earnings by the then owner are going to be less than 
what he expected his earnings to be, and that does not neces¬ 
sarily follow. 

Q. But I am giving you the fact that it does follow. 

A. Well, then you are assuming a rate of return—I tljink 
this would hit it—equal to the capitalization rate on which 
the property was purchased. 

I would like to think more about that, but it seems to me 
that is the general idea. And my thought is that even -vfith 
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an original cost rate base of that kind, a reviewing com¬ 
mission could give cognizance to the investment and could 
do it through rate of return. 

Q. Now, you want to change the facts and you assume 
that it would he possible for the facts to he changed, 
3076 but let’s take the facts just as I put them, and tell 
me now whether that intangible has terminated. 

A. Well, the only point I wish to make, Mr. Wahrenbrock, 
is that it seemed to me the way your question was put would 
lead to a necessary conclusion from the method of arriving 
at the rate base, and I just wanted to make it clear that a 
conclusion as to less earnings would not follow from the 
application of the original cost rate base. 

Q. Would not necessarily follow? 

A. Would not necessarily follow. 

Q. But I am giving you a factual situation where in fact 
it does follow. 

A. All right. In that event the company does not realize, 
or the then owner does not realize, the full earnings on which 
the purchase was based. Assuming no changes in capitali¬ 
zation rates, it would not necessarily follow that that intan¬ 
gible he written off, because to do so it seems to me is to 
associate earnings with certain kinds of property. 


3077 Q. Well, the earnings have terminated, and you 
say the intangible may nevertheless continue ? 

A. No, sir. The earnings have not terminated; the earn¬ 
ings have declined, according to your assumption. They 
have not terminated. Now, what you are doing is saying 
that a certain amount of the earnings may he associated 
with the intangible. 

Q. The only factor. 

A. I say that generally that cannot he done, and I don’t 
know of any exception. 

• ••»••• 


3084 Q. I will attempt, Mr. Bickley, to state the ques¬ 
tion in a way that will make possible, for the pur- 


1213 


poses of analysis, the ascertainment of your opinion on 
these factors which I believe you as an accountant miist 
necessarily have considered in their abstract form, and 
have reached a conclusion on that is not affected by other 
realistic factors which may be present in any realistic, 
practical situation, for the purpose of testing your think¬ 
ing on one of these factors that you have referred to. 

Assume that a vendor has constructed a property af a 
cost of $10,000,000 and is earning a 6 percent return thereon 
under a prudent investment method of fixing rates, and 
throughout this question I mean to ignore additions, better¬ 
ments, retirement and other factors which enter into a rkte 
base. 

Now, a purchaser pays $11,000,000 for that property, the 
excess of $1,000,000 over the investment of the vendor being 
the additional amount which the purchaser is willing to pay 
because he expects to realize earnings at 6 percent on the 
$11,000,000 investment he makes. 

Thereafter he obtains increased earnings under increased 
rates fixed because of his $1,000,000 increase in investment 
and realizes exactly the increased earnings which he 
expected. 

Now, in the absence of any changes in any of the 
3085 other numerous possibly complicated and possibly 
relevant factors, and in the absence of any positive 
evidence that the $1,000,000 represents any other kind; of 
tangible or intangible, is that million dollar intangible As¬ 
set’s life terminated when still later the legislature pre¬ 
scribes and a regulatory commission pursuant thereto fixes 
rates on an original cost basis at the same rate of return, 
the effect of which is to eliminate the extra earnings which 
the purchaser had anticipated and for awhile realized? 

• • • * * • • 

I 

The Witness: I just want to clear up one thing in piy 
mind. I believe you said that this million dollars— 
can you pick out the point? I believe you said, l^Ir. 
30S6 Wahrenbrock, that the one million dollars is—I don’t 
believe you were making clear what you had in 
mind. Can you find the place? 
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The Witness: You say “represents any other kind of 
tangible or intangible property”—other than what? 

I suppose you mean that the $1,000,000 is not due to in¬ 
crease in structural value of the physical property, an 
increase in the value of the land, or any limited term 
intangible. 

Q. Yes. 

A. So that the $1,000,000 you now brought back to an 
unlimited term intangible. Did I say limited term in¬ 
tangible ? 

Q. Yes, you did not misspeak yourself. 

A. Did I describe it correctly? 

Q. I think you intended what you said. 

A. Anyhow, that the $1,000,000 was not increased 
structural value, increased cost of land, and was not a 
limited term intangible. Therefore the $1,000,000 is an 
unlimited term intangible. 

Under an original cost rate base, and at the same rate 
of return of 6 percent, the company realizes $600,000. One 
aspect of that situation is that the $11,000,000 of cost to 
the present owner included $1,000,000 for an unlimited 
term intangible. Under the original cost rate base, 
3087 that $1,000,000, which is for an intangible, is not 
included in the rate base, and the new owner does not 
get the full $660,000 on which he bought. 

There is some relationship between that $1,000,000 in¬ 
vested in an unlimited term intangible, or what was re¬ 
garded to be an unlimited term intangible, and the $60,000 
of return in excess of the $600,000 return earned by the 
vendor, and not allowed under the present rate base. That 
$1,000,000 of investment no longer has earning value. 

Now, I am assuming that in building up the purchase 
price of $11,000,000, the purchaser said, in effect, that he 
was paying $10,000,000 for tangible property and he was 
paying $1,000,000 for this intangible property. I am assum¬ 
ing that that was a basis of purchase, that is that the pur¬ 
chase was not only on the $660,000 capitalized at 6 percent, 
but that the purchaser further broke that down between 
the $10,000,000 and the $1,000,000—that is, he bought on the 
basis of his final allocation. 
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Since that $1,000,000 of investment in intangible is no 
longer a kind of asset on which the owning company! is 
allowed a return, since it no longer has earning value, that 
$1,000,000 if taken out of the accounts, the taking it out 
would be consistent with generally accepted accounting 
principles. 

Q. By charge to surplus, to earned surplus? 

A. Yes, the loss takes place immediately. Now, I 

3088 am not considering this problem with reference! to 
any of the equities that regulation might recognize. 

A regulatory commission might say that the company 
bought this property for $11,000,000 in good faith, and we 
will permit the company to recover that million dollars 
through revenues. 

Q. Presumably that would depend upon the terms of the 
statute, and such terms of the statute might he a relevant 
factor in considering the constitutionality of the new basis 
of regulation? 

A. That is entirely possible, and of course I am going 
on the assumption—and I assume we both are—that tjiis 
statute is constitutional, and all of that. 

Now, I have made a direct association between the 
$60,000 of earnings over and above the $600,000 and the 
$1,000,000 of intangibles only on the theory or the assump¬ 
tion that the purchaser bought on that basis and that !he 
would know that the thing he was losing was this intangible. 
That is important, because the breakdown of the purchase 
price when not previously arrived at by a sum of compon¬ 
ents nevertheless in fact, although merely an allocation, 
reflected what the $11,000,000 was for. I say that because 
when we are dealing with the $660,000 of earnings, we doji’t 
associate those earnings with particular assets. But in this 
case the allocation of the $11,000,000 is in fact the basis |on 
which the present owner purchased the property. 

3089 For that reason we have, I think, a very direct asso¬ 
ciation between that $1,000,000 and the $60,000. 

Now, accountingwise, of course, that is a departure from 
cost to value, but it appears under the assumptions which 
you lay down. 
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Q. What is a departure? 

A. To write off this $1,000,000 is a departure. 

Q. When its life has expired? 

A. No, because the thing that has caused the expiration 
of the life is a value determination by the regulatory com¬ 
mission, because even though it is an original cost rate 
base, that is the measure of value for rate making purposes. 

Q. Well, is it that method of thinking that the regulatory 
commission has gone through, that formula it has applied, 
that is determinative, or is it the fact of legislative action 
which reduces earnings? 

A. Well, it is a departure from cost to the value that 
will be recognized by the regulatory commission. 

Q. Then if an intangible of that kind terminates, its 
existence terminates- 

A. It has lost in value. 

Q. —you say that involves, the writing off of the amount 
of that asset involves a departure from cost accounting 
if the termination of its existence is on a value basis, or by 
some method of thinking in terms of value? 

3090 A. Well, the thing that caused the $1,000,000 to 
lose value is the finding by the Commission by a 
procedure laid down by a statute. You might say there has 
been a destruction of value. 

Q. From which you conclude there has been termination 
of existence? 

A. That is right, oh, yes. When value is destroyed, that 
value ceases to exist. Now, in this simple situation, I think 
over-simplified, we have assumed a condition where that 
one million dollars was paid for a certain asset, namely the 
intangible, and the statute says and the Commission says 
that is a kind of asset which we will not recognize for rate 
making purposes. 

It seems to me that that is getting down pretty close to 
putting a finger on a certain piece of physical property and 
saying this is a kind of physical property that will not be 
included in a rate base. 

Now, whether it is physical or intangible, the conse¬ 
quences are just the same. It no longer has the value for 
that purpose. Now, the physical property might be sold to 
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someone else. The intangible cannot be sold to someone 
else. 

Q. Then when the intangible has ceased to exist jand 
is written off because it has ceased to exist, do I understand 
you to say that that is or is not or may be a departure from 
cost accounting? 

3091 A. I think it is a substitution of value for cost, 
certainly it is. 

Q. Even though the intangible has ceased to exist and 
therefore there is no asset in existence to be valued, the 
elimination of that from the accounts is a departure from 
cost accounting? 

A. The asset has ceased to exist only because it has been 
declared to have no value. There is nothing that you hjave 
said to the effect that that $1,000,000 was not a cost. It yas 
a cost. That is recognized by your question. 

Now, the thing for which that cost was incurred ceases 
to exist because it has no value. The enterprise is still 
there, all the intangibles associated with enterprise exis¬ 
tence are still there. 

Q. But the indeterminate life of this one particular asset 
has terminated, has become a terminable life and has termi¬ 
nated? 

A. It has terminated because it has lost its value. 

Q. Yes. Now, regardless of the reason why it has termi¬ 
nated, it has terminated, and is there a departure from 
cost accounting to thereafter no longer reflect on the books 
and asset which no longer has any existence? 

A. No, sir, I think there has been a substitution of value 

for cost. We say that these intangibles- 

Q. Will you give us a few moments, please ? 

3092 Did you want to continue? 

A. Yes, I did, Mr. Wahrenbrock. I wanted to con¬ 
tinue with the thought that there are intangibles existing |in 
every business. The function of the business is largely 
around intangibles—management, organization, markers, 
labor performance, construction performance. Those things 
are all intangible. The business cannot exist without intan¬ 
gibles. 

On the other hand, a utility business cannot exist without 
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tangibles. Now, all those tangibles are not recognized 
in cost, but they are there just the same. That is the point. 

Q. Is it your analysis, then, that this $1,000,000 of intangi¬ 
bles has continuing life but has lost its value ? 

A. That is entirely possible—oh, yes, indeed, sir. 

Q. And it does continue in existence? 

A. It continues to exist in the sense that that intangible 
is still present in the list Suppose it is integration value, 
for example. Suppose we have not one company, but several 
companies put together through the integration process. 

Q. Can’t we stick to what it is now? I don’t want to make 
this complicated. Let’s give it just exactly the character it 
has and not change that, if we can. 

If your answer has to have something else in order to 
enable you to answer this, I am not stopping you, but I 
don’t want to get this complicated because we have 
3093 had a little difficulty in getting it simplified. 

A. Well, the only reason I want to do so, Mr. Wah- 
renbrock, is to explain the thought that there can be intan¬ 
gibles of value in the sense that they contribute something 
to the business. Management is an intangible. 

Q. But does this intangible, under these specific and lim¬ 
ited facts—I believe you said this intangible continues to 
exist and has no value? 

A. Well, we don’t have a very full description of this 
intangible. I recognize that the most important character¬ 
istic of an intangible is whether it is limited or unlimited 
life. 

Now, even this intangible can continue to have a vital 
force in the business, but it is a cost which regulation does 
not recognize and when the statutory action or the law and 
the commission findings are put into force, I say that the 
accounts are now cut from a cost basis to a value basis 
because it is the value determination that causes this thing 
to be written off. 

Q. Yes. Now you say “can continue to have vital force 
in the business ’ ’ without any showing of any other factors, 
any other facts?—My question is if there are no other facts 
shown, does it have continuing existence? 

A. Then I would have to say that I could not answer that 
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portion of your question because then I wouldn’t have any 
information on which to base an answer. j 

3094 Q. And is it the fact that there are no other facts 

which does not enable you to answer? | 

I might remind you that the absence of positive evidence 
enabled you to come to conclusions. 

A. On a certain thing. 

Well, again I am stumped from a practical viewpoint, be¬ 
cause it seems to me there must be other facts and yet you 
say there are no other facts. Here again you are getting 
me so far away from what I consider to be realistic busi¬ 
ness situations that you are asking me to assume some¬ 
thing which I think cannot be assumed. 

• ****•# 

I 

3095 The Witness: I beg pardon ? 

Presiding Examiner: If you have an opinion, give 
it to them; if you don’t have an opinion, say so. 

The Witness: Well, I do not have an opinion because I 
cannot comprehend such a situation. 

By Mr. Wahrenbrock: 

Q. Then that means that the intangible of this character, 
this $1,000,000 that I have talked about, presents such ja 
problem that you are unable to say whether it does or does 
not have continuing existence without more facts ? 

A. I think I should have more facts, yes, and I tried to 
introduce one but I was stopped on that, namely this matter 
of integration cost in value. 

Q. All right, now, you have analyzed and thought abou't 
this a lot, and I want to know in your view of what the 
nature of this kind of an intangible is, with your knowledge 
of what it is made up of, in seeking to analyze this kind of 
a situation what facts you would look for in order to enj- 
able you to determine whether the existence continues or 
not. What are the criteria that you, in making your analyj- 
sis, look to to see whether this has continuing existence or 
not? | 

A. Whether this intangible is a force that contributes td 
the business activity, and whether it is a force that holds 
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down costs, gives better service, anything that may he bene¬ 
ficial to patrons and investors. That force can go on, 
3096 it can be present without a recognized cost. It can 
go on even though the cost has been written off, and 
that is the reason why I say that this procedure of the Com¬ 
mission is one in which cost, or rather a value concept is to 
be substituted for cost. 

If the cost were recognized, it would be retained. It 
would be not only cost, but it would be value. 

Now, the Commission has said it doesn’t have value, and 
we have identified the expenditure with this specific item, 
and then that comes out of the accounts. But it is only be¬ 
cause the $1,000,000 was identified with this intangible, 
and the intangible is not included in a rate base. 

Now I say the force or the good that that $1,000,000 in¬ 
vestment brought to the business may continue even though 
it has to be written off because it is not recognized to have 
a monetary value in the sense of the $1,000,000 paid for it. 

Well, sure, there is still a monetary value there, and could 
be very readily. 


• •••••• 

3100 Q. Well, does your answer then proceed upon the 
assumption that regardless of the limited nature of 
the circumstances which gave rise to the intangible in the 
first place, if you can find other bases of earning power 
coming into existence such as increased efficiency of man¬ 
agement, that earnings resulting therefrom will tend to 
support the continued existence of this intangible? 

A. Well, I don’t think I have changed any of the assump¬ 
tions in this. What I have said as to a reason as to why 
this force for good in the business may continue applies 
to the whole situation we are discussing. 

Q. Then the situation which I gave you originally is not 
one in which an asset, an intangible of indeterminate exist¬ 
ence has been ascertained to have a terminable existence? 

A. Well, the intangible is the force, and I think that is 
true of all intangibles. 

Presiding Examiner: You are saying it just keeps on as 
a force after a statute and a Commission has said you can’t 
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keep it in your rate base, write it off, get rid of it, it is still 
there? 


The Witness: That is my view. 

3101 Q. Regardless of whether or not it has value!? 

A. It does have value, but it is not a kind of vajlue 

which the regulatory commission recognizes for rate mak¬ 
ing purposes. Certainly, Mr. Wahrenbrock, a going—— 
Q. And because it has value, it should be retained? 

A. I think that you could, if you are not going to sub¬ 
stitute rate making value for cost, then it ought to be 
retained because the force is still there. Take that force 
away from the business, and the company wouldn’t earn 
the $600,000. I cannot believe that a going utility property 
has nothing in it and nothing to it but physical property. 
Of course it has a lot more to it. 

Now, whether or not these other things are recognised 
is an entirely different consideration, but in the case ive 
have cited, the force is still there. Regulation says, “We 
will not recognize it for earnings purposes.” 

Well, I think that is a bad idea in itself, but I don’t 
control that. I think it could be retained in the accounts, 
unless you are going to substitute value accounting for 
accounting based on cost. j 

Q. Then in spite of the fact of the action of the rajte 
making agency, you regard the asset as having continuing 
value and therefore continuing existence? 

A. The asset has continuing value and therefore continu¬ 
ing existence, but it is not a value that is recognized 

3102 for rate making purposes; hence, to eliminate that 
value from the accounts is to substitute value ac¬ 
counting for cost accounting. 


3104 Q. I would like to refer to your answer in your 
direct testimony to Question 28, the question appeal¬ 
ing on page 2318 of the transcript, and the answer on 23ip, 
and ask you whether in your answer there where you said 
that the order of the Federal Commission would not on tl|e 
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facts stated be consistent with accepted accounting prin¬ 
ciples and practices, you assumed that the portion of the 
amount recorded in Respondent’s books in Account 100.5 
to which you referred was increased structural value! 

A. Yes, sir. 

Q. Supposing that that portion is actually intangibles, 
that the finding of the State commission was erroneous. 
Would that make any difference to your answer? 

*»•#••• 

The Witness: You are asking me, Mr. Wahrenbrock, if 
in fact some amount in Account 100.5 which was attributed 
to increase in structural value is not in fact an increase 
in structural value, what would be done. 

Q. Yes, it is in fact an intangible. Would that affect 
your answer? 

A. The accounting treatment of the intangible could be 
entirely different from tangible depreciable property, be¬ 
cause tangible depreciable property should be depreciated. 

On the other hand, if the amount is not tangible depreci¬ 
able property, but an unlimited life intangible, then the 
amount should not be amortized. 

Q. If there is a conflict, then, or inconsistency between 
the actual facts and the facts as found by the State com¬ 
mission, the actual facts should control? 

A. Yes, I think actual facts should control, although the 
finding by the commission may establish, and to the extent 
that it is a finding it is a fact. 

###•*#* 

3113 Q. Well, in dealing with the problem presented in 
this Question No. 33 which begins on page 2324 of 
the transcript which you have before you, and particularly 
the portion of the answer which appears on page 2326 of the 
transcript before you toward the lower part of the page, 
would you say that a regulatory commission in the position 
of the Federal commission there should be guided by ac¬ 
counting, generally accepted principles and practices of 
accounting in reaching its conclusion? 

A. Well, I would say the first action by the Commission 
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is not an accounting action; it is a decision as to the 
3114 nature of something. Now, that is not accounting in 
itself. That is a finding or determination of fact. 
Now, I don’t think the regulatory commission in determina¬ 
tion of facts has to be guided by accounting principles, 
because I know of no accounting principle that states what 
a fact is. It says what the accounting should be in relajtion 
to certain facts, circumstances, events and processes, and 
so on. 

Q. Does that complete your response? 

A. Yes, sir. 

Q. Well, having determined the facts, should the acjtion 
of the Federal regulatory agency then with respect to that 
fact be determined by accounting considerations ? 

A. Oh, yes. That is, the accounting treatment of the fact 
should be controlled by accounting considerations. 

Q. By that you mean by generally accepted principles 
and practices of accounting? 

A. Yes, sir, that is as I understand your question this 
accounting treatment of something means that generally 
accepted accounting principles are to be applied. Yej;, I 
think that is so. 

Q. I would like to call your attention to a portion of the 
letter you wrote to the Journal of Accountancy published 
in the April 1937 issue, beginning on page 292, to which a 
part of your earlier answers apparently referred, and b s k 
von did you not there sav: 

! 

3115 “The fundamental question relative to the 
recently prescribed system of accounts for public 
utilities is not one of orthodoxy, but whether or not they 
meet the needs of regulation without doing violence to 
sound accounting principles. The possibility that regu¬ 
latory agencies are not the best judges of their require¬ 
ments is somewhat remote, and unless grave doqbt 
exists as to their wisdom, fairness and reasonableness, 
it must be assumed that those bodies understand the 
regulatory needs to be served by accounts; at least the 
public expects them to be capable of representing the 
public interest and of performing their duties intelli¬ 
gently and conscientiously. They should not be in- 
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dieted because their judgment may happen to conflict 
with orthodox accounting even though we assume that it 
does.” 

You did so write! 

A. I wrote this. 

§••••«• 

3119 Q. When, if ever, does an indeterminate term in¬ 
tangible properly become subject to being written off 

or disposed of! Under wbat kind of factual circumstances, 
having in mind what you said this morning about the 

3120 million dollars, where the only earning with which 
it was associated, the only earning power with which 

it was associated, disappeared! 

A. One condition would be if the intangible is associated 
with the enterprise life, and enterprise life is limited. That 
is certainly a condition. 

Q. That is a rather unusual circumstance, I believe you 
indicated earlier. 

A. That is right. 

Q. Let us try to keep this in the realm of the usual cir¬ 
cumstances. In other words, Mr. Bickley, let’s be realistic 
now. 

A. I have trouble in finding any circumstance until there 
is such a wholesale loss in value that we know that the in¬ 
tangibles must have gone too. Now, I am thinking in terms 
of such intangibles as going value and integration value. 
Oh, yes, and I can give you another instance. 

Q. Well, all of these intangibles as to which there is not 
positive evidence of limited life are the kind of intangibles 
you are talking about! 

A. Yes, sir. Another situation which could be a quite 
real one is when the intangible is associated with a certain 
area—I mean physical area—of utility operation, and the 
company abandons service in that area, or if it disposes of 
service in the area. But that is not a basis for amortization. 
It means that the intangible is kept until the service 

3121 is abandoned, or is sold. 

Now, if it is realized that the service may be aban¬ 
doned, and some reasonable estimate can be made of that, 
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amortization over that remaining period could be effected. 
In other words, you might have a situation somewhat like 
an abandonment of transportation probably, in certain 
areas, where an intangible was bought or paid for when the 
company went into that area. 

Q. Does that mean that you have associated that intapgi- 
ble not with the enterprise but with the portion of the enter¬ 
prise which is in a particular area? 

A. That could be, because the intangible may have been 
paid for with respect to that area. That is, the intangible 
comes into existence as a cost in that way. 

Q. As a matter of fact, termination of service in an area 
is just about as unusual as the first unusual situation you 
referred to, isn’t it? 

A. Yes, today that is true of electric service. It is not 
true of gas service. It is not true of transportation service, 
certainly. But of course there can be a termination of occu¬ 
pancy of the area by a particular company through the sale 
of the business in that area to someone else. Of coujrse 
this is on the assumption that the selling company had pre¬ 
viously bought into the area and incurred a cost for the 
intangible. 

3122 Q. When you referred 1o memorandum records 
or memoranda, expressing the accounting orders; of 
the Commission, will you please explain the factors ,by 
which you distinguish those memorandum records jor 
memoranda from what you referred to as the company’s 
official accounts and official books of account. 


A. The official corporate accounts are the authori¬ 
tative records of a corporation that express those actuali¬ 
ties of a business that are stated in monetary terms, 
and upon which management and officers rely in representa¬ 
tions as to the financial position and operation of the busi¬ 
ness. Any other records or financial data having reference 
to the business would be memorandum records. 

Now, I am not putting in the latter category of memo¬ 
randum records, records, although not of accounting char¬ 
acter, which are corporate records, such as minute books 
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and stock books. I don’t think either of ns is thinking 
3123 of that possibility. But any other records in the 
nature of accounting records would be the memo¬ 
randum records. 


3128 Q. Well, then, the criterion is not whether they ex¬ 
press management’s view as to what the condition of 
the business is, but whether management uses them for the 
purpose of representing what the condition of the busi¬ 
ness is? 

A. That is so. They are the records that management 
stands by, relies upon, in its representations. 


3130 If management makes its representations as to 
financial position and operations on the basis of what 

a commission has said, even though management may have 
formerly disagreed with that, but management accepts that 
for the purposes of its representations, those become the 
authoritative records. I think that expresses my view all 
right. 

• «••••• 

Q. Now, assume, if you will—and this I want to 

3131 make perfectly plain is entirely hypothetical for the 
purpose of ascertaining the sense in which you use 

this concept of official records—assume that the Federal 
Power Commission orders the Arkansas Power and Light 
Company to make certain accounting entries and adjust¬ 
ments, and assume that the Arkansas Power and Light 
Company records those entries and adjustments in books 
of accounts, and thereafter utilizes the records so prepared 
in connection with financing and making representations as 
to its financial condition. The records so prepared and 
kept in conformity with the requirements of the Federal 
Power Commission, notwithstanding possible conflict with 
preceding requirements prescribed by the Arkansas De¬ 
partment, are the official corporate accounts of the Arkan¬ 
sas Power and Light Company, are they? 


A. The official corporate accounts will be those accounts 
and accounting records upon which Arkansas Power fend 
Light Company relies in making its representations as to 
its financial position and operation, whether those are ac¬ 
counts kept in conformity with the Federal Power Commis¬ 
sion order or in conformity with the Arkansas Comihis- 
sion’s order. But there is just going to be one official;set 
of accounts, and there is just going to be one kind of repre¬ 
sentation—I mean one set of accounts—official accounts 
upon which all these representations are made. 

Q. Then the controlling consideration becomes 
3132 whether the company bases its representations! as 
to its financial condition on the accounts? 

A. I think in a case of that kind, Mr. Wahrenbrock, it de¬ 
pends upon what management does, what management ac- 
cepts, for the purpose of its representations. 

Q. And everything else is memorandum accounts or 
memoranda ? 

A. Yes, sir, anything else in the way of records, other 
than, oh, subsidiary records that are in support of the main 
accounts—any records that lead to inconsistent or different 
balances in accounts would be memorandum records, be¬ 
cause those balances are not expressed in the accounts upon 
which management relies in making representations. 


Q. When you say management relies in making repre¬ 
sentations, do you mean the representations it makes in jits 
annual report to its stockholders? 

A. Yes, that is it. If there is anything that sets forth 
what the representations are, it is what is given in the an¬ 
nual reports to stockholders. 

To make our discussion more specific, we are thinking!in 
terms of course of the balance sheet, income account, and 
surplus. They are the main statements upon which man¬ 
agement makes its representations. 


3150 Q. Let me make this clearer than it seems to have 
been to you, if I may. I am taking one example. 
Let’s assume there is in the company’s general ledgerj a 
page for an account which is headed Account 100.5, and bn 
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the 29th of December the last entry shows the total in that 
account to be, we will say, $20,000,000. 

We will assume that what I have referred to as the last 
total is the only entry there, that that is all that is shown on 
that page. There is a continuation from some preceding 
page, we will say. 

Now, the company on the 30th of December prepares a 
sheet exactly like that with the same number in the upper- 
right hand corner, if that is the way they are paged, only it 
puts an “A” after it showing it is an alternative, we will 
say, and below the $20,000,000 figure which corresponds to 
the entry on the other sheet it puts an entry showing a reduc¬ 
tion of that amount from $20,000,000 to $6,247,000, and both 
those sheets are then incorporated in the volume which 
constitutes the general ledger. 

You come to that page and you see Account 100.5, $20,- 
000,000. You turn to the next page. Account 100.5, 
$6,247,000. 

A. Well, I thought that the second page started with the 
$20,000,000 and was reduced to the six million. 

Q. That is right, the balance, $6,247,000. 

3151 A. To supersede the first sheet. 

Q. Then as of the 31st of December they are both 
totalled at the bottom, one has a total of $20,000,000 and the 
other has a total of $6,247,000. 

A. We will say that they are balanced, not totalled. 

Q. All right, proving that I am not an accountant. 

Then on that 31st of December the company prepares its 
financial statement, and in preparing its financial state¬ 
ment it draws from the sheet which shows the $20,000,000 
balance, and ignores the sheet which shows the $6,247,000. 

Now, the sheet which shows the $6,247,000 in and of itself 
is an entry in compliance with the order of the state depart¬ 
ment. That it ignores in making its financial statement to 
its stockholders. 

Now, are both of those two sheets in the general ledger 
part of the company’s official corporate books of accounts ? 
Are they both official accounts? 

A. No, sir. 

Q. Is either one of them? 
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A. Yes, sir. 

Q. Which one? 

A. The one that the management inserts in its balance 
sheet. 

Q. Now, on the 30th day is there any distinction between 
them as far as being official corporate books of 

3152 account? 

A. On the 30th day there was one sheet with the 
$20,000,000 balance in 100.5 and a second sheet with a $6,- 
000,000 balance in Account 100.5? 

Q. Yes. 

A. I say to the company, “Which is your official corpo¬ 
rate account, what amount are you going to rely upon in 
your representations, is it going to be the $20,000,000 sheet 
or is it going to be the $6,000,000 sheet?” 

They say, “It is going to be the $20,000,000 sheet.” i All 
right, that is the ledger sheet that is a part of the official 
corporate ledger. The other sheet is there as a memoran¬ 
dum record of what the commission required. 

On the other hand, if the company said, “We are going to 
insert the $6,247,000 on our balance sheet upon which we 
make representations”, I say that is a part of the official 
corporate accounts, and the other sheet is a memorandum 
sheet of what the account was at some previous time, or 
what it was before this adjustment in compliance withl the 
commission’s order was made. 

I just don’t know how they could put in the official corpo¬ 
rate accounts, or in the official balance sheet both of these 
figures. The result would be two surplus figures, and that 
I can’t conceive of. 

Q. Now, supposing thereafter both of those sheets 

3153 remaining the same thereafter, the Federal Power 
Commission orders the elimination of everything 

from Account 100.5, and a third sheet just like the other is 
prepared showing a reduction from the original $20,000,000 
down to zero, and that constitutes all that the company 
does in compliance with an order of the Federal Pojwer 
Commission, and it inserts that sheet—I don’t want any 
precedence here; they can be in any order in this book4-in 
this general ledger, and thereafter the company in prepar- 
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ing its next annual report to its stockholders still uses the 
$20,000,000 figure, and at all times prior thereto intends to 
use the $20,000,000 figure in its next annual report to its 
stockholders. 

A. You mean subsequent thereto? 

Q. At all times prior to the annual report until the annual 
report is made it intends to do that. 

A. Thank you. 

Q. Now, the sheet with the $20,000,000 figure is the part 
of the official corporate accounts; the other two sheets are 
not? 

A. The other two sheets are memorandum records, memo¬ 
randum sheets, one showing what the account would be if 
the state commission’s findings with respect to 100.5 were 
substituted for the $20,000,000 in its official corporate ac¬ 
counts, the third sheet based on the Federal Commission’s 
findings reports what Account 100.5 would be, namely 
3154 zero, if that were reflected in the official corporate ac¬ 
counts. 

There is one sheet, namely the one relied upon, that is a 
part of that official ledger. The other two sheets are memo¬ 
randum sheets inserted physically in the same ledger, but 
not a part, in an official sense, of that corporate ledger. 
They are sheets inserted for memoranda purposes to show 
what it would be if something were different, and there can 
be fifty sheets of the same kind. 

Q. And if the company in its annual reports to its stock¬ 
holders should represent that the amount in its Account 
100.5 was the amount shown on one of the other sheets, then 
that would be its official corporate account? 

A. That is right, sir. 

Q. And the other two would be the memoranda accounts? 

A. They would be memoranda accounts. 

Q. And the other two sheets could he ignored in prepar¬ 
ing the trial balance? 

A. That is right, the official trial balance. One or the 
other must enter the trial balance. Certainly two cannot 
be, and certainly three cannot be. If there would he three, 
there might be fifty, and I don’t know what kind of trial 
balance you would get. It seems to me you would certainly 
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be multiplying your assets an awful lot. In other words, 
you would have a trial balance that I am sure wouldn’t 
balance from that condition alone. 

3155 Q. Now, in making that statement, you are as¬ 
suming that the company may make reports to its 

stockholders on the basis of accounts other than those kept 
in conformity with the requirements of regulatory agencies ? 

A. No, sir, I am not assuming that a corporation nfiay 
do that. All that we know and all that the accountant 
knows is what it does do; whether or not it is violating the 
law is an entirely different consideration. 

You are asking me what are the official corporate ac¬ 
counts. I say those on which management relies or would 
rely in making its representations. 

Now, if management is misrepresenting itself, that is 
a different story, but they are still the official corporate 
records. It may be that management is misrepresenting 
its condition. You can have official corporate recoirds 
carry a million dollars of cash that someone has taken a-sfay 
from the business without the business knowing it. Well, 
they are still the official corporate accounts, but the Cor¬ 
porate accounts aren’t correct. 

Q. Now, if the corporation tells the reviewing public 
accountant that the sheet which it uses, where there is 
more than one sheet for an account, as the official corporate 
accounts, in the case of the choice of the $20,000,000 it says 
that sheet showing $20,000,000 is the official corporate ac¬ 
count, the other two are just memoranda accounts 

3156 which we keep because the Federal commission and 
the State commission like to have us keep them, the 

certifying public accountant could certify that the financial 
statement based upon the use of the $20,000,000 figure is in 
conformity with generally accepted principles of account¬ 
ing? 

A. He might be able to, but of course what he would do 
is call attention to the conflicting orders of the other com¬ 
missions. 

Q. Does that mean that he has some doubts- 

A. —the conflicting orders of the Commissions, I mean. 
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Q. He would protect himself against this question? 

A. Oh, yes, he would protect himself just as he protects 
himself when he says he has not verified inventories. 

• •••••• 

3158 Q. On page 3119 of the transcript, Mr. Bickley, I 
asked you a question which I am not sure you had an 

opportunity to complete your answer to. 

The question was: 

“When, if ever, does an indeterminate term intan¬ 
gible properly become subject to being written off 
or disposed of? Under what kind of factual circum¬ 
stances, having in mind what you said this morning 
about the million dollars, where the only earning 
with which it was associated, the only earning power 
with which it was associated, disappeared?” 

That question ends on page 3120. 

Then you referred to intangibles associated with a limited 
life enterprise, and subsequently you referred to intangibles 
associated with a limited physical area of utility operation 
in which the company subsequently abandons service or 
disposes of service in that area, and there was no 

3159 further reference by you to any other factual situa¬ 
tion. Did that complete your answer to that ques¬ 
tion? 

Mr. Barber: Do you want to see your testimony? 

The Witness: I recall that testimony pretty well, and I 
believe I said that I would have difficulty in seeing any 
circumstance in which the intangible would disappear un¬ 
less there were such a decline in over-all value or total 
value for the enterprise that would make it obvious that 
tangible property has suffered in value and that the intan¬ 
gibles may have gone out too. 

But I emphasized the thought that intangibles are always 
present in the business; that a value found for a going 
enterprise is an over-all value; and that any breakdown 
of that over-all value between tangibles and intangibles is 
just a process of allocation. 

• •••••* 





3176 Q. Then the test that you are applying where we 
have these three different sheets is which sheet 'con¬ 
tains the figure which entered into the addition on the asset 
side which resulted in the final balance at the bottom of the 
asset side of the balance sheet which the company uses in 
reporting to its stockholders as representing its opinion 
of the company’s balance as of that date. Is that correct? 

A. Well, that is a pretty correct explanation ofj the 
mechanics, but the reason why a particular sheet or a [par¬ 
ticular amount in the ledger is a part of the official cor¬ 
porate accounts—and that the other sheets are nof—is 
because that is the amount on which management makeis its 
representations as to financial position and operation^. 

Management may have been wholly in disagreement with 
any order of the commission, but management must make 
a decision to do or not to do something. It makes a deci¬ 
sion to record in its official accounts the findings of that 
commission. That closes the matter. 

• • # * # * • | 

I 

3177 Q. Now, when you said that is the amount on which 
it makes its representations, to come to that coiiclu- 

sion as to whether the amount on one or the other or the 
third of these alternative sheets is the amount on which 
management makes its representation, you look to see 
which of those three alternative amounts is the amount 
which is carried into the balance at the bottom of the ledger. 
Is that right? 

A. Well, that is the way you find it, in looking ai an 
annual report whatever was back of the decision of njian- 
agement to use one of these three figures. Nevertheless, 
management has acted, and its accounts—its acceptance of 
one of these three figures is expressed on the balance sheet. 
Certainly we must assume that things on the balance sheet 
are what management accepts in its balance sheet repre¬ 
sentations. 

Now, a reader of that balance sheet may not know why 
management has taken a certain course of action, bui ho 
knows the course of action has been taken, or a course 

3178 of action has been taken that leads to the acceptance 
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of one of these figures as a part of the official corporate 
accounts. 

Q. And whether management has used different figures 
for depreciation determinations in connection with its in¬ 
come tax claims and payments, and refers to them in its 
annual report and says that it has claimed certain amounts 
for depreciation even though they are not taking those 
amounts on their books, if those amounts used in income 
tax determinations do not enter into the balance sheet 
which the company represents to its stockholders as its 
financial position at the close of the year, then you say 
those figures used for income tax purposes are not part 
of its official corporate accounts. Is that correct? 

A. That is correct, if the figures are different. 

Q. Even though it may have used those different figures, 
for income tax purposes, and for the representations it 
made to the Bureau of Internal Revenue in connection with 
its determination of income tax liability? 

A. Well, these depreciation figures are claims made by 
the company and if the tax return has been closed, then 
any figure for tax depreciation is the allowed amount. It 
is a representation by the company in the sense that it is 
a representation as to what the depreciation would be for 
tax purposes under applicable tax laws. Now, this becomes 

a pretty sensible thing- 

3179 Q. (Laughter). 

A. Well, let’s see if it is so difficult. 

Q. What I am interested in is the necessity for your 
saying that it has become sensible. 

A. How could the corporation make a representation in 
the presentation of its financial position that the deprecia¬ 
tion claimed or allowed for tax purposes and the depre¬ 
ciation that it has set up for corporate purposes are both 
a part of its official corporate accounts, or can both enter 
into the income account when those amounts differ? What 
would be the profit for the period? Which figure would he 
deducted from the revenue? 

Now, it seems perfectly plain to me that both figures 
can’t be deducted when they are different. If both were 
deducted, then you would have a gross understatement of 





1235 


! 

i 

] 

earnings, so someone has to decide, and that is manage¬ 
ment’s responsibility to decide which of these figures will 
he deducted from revenue to measure corporate earnings. 
They can’t both be. If both were, you might have a figure 
of $1,000,000 for depreciation for corporate purposes, a 
million and a half for tax purposes, and the two total 
$2,500,000. 

Certainly we are not going to deduct the $2,500,000 from 
revenue, so we have to decide which is going to be deducted. 
Now, as far as taxes are concerned, or tax reports, I have 
already said that a corporation in filing a tax return 
3180 with the Bureau of Internal Revenue includes its 
corporate balance sheet based upon its official Cor¬ 
porate records. I think they submit income accounts balsed 
on corporate records—yes, I am pretty sure they do. Njow, 
from that point on these tax statements, and any tax rec¬ 
ords maintained by the corporation are special purpose 
records. They are what the depreciation should be acc 
ing to the company under the applicable tax laws. 

• •••••• 

3201 Q. Supposing the company, instead of having the 
usual appearing balance sheet, with a column of 

figures on the asset side—on the left hand side of the 
books—and a column of figures on the liability side, or 
the right hand side, has three parallel columns on each 
side. One of them is headed “Accounts kept in conformity 
with requirements of D. P. U.”; the second one is headed 
“Accounts kept in conformity with requirements of F. P. 
C.”; the third is headed “Accounts kept without adjust¬ 
ment for compliance with requirements of either the 

3202 D. P. U. or the F. P. C.”; and brings those three 
columns down—they may be in large part the same 

figures, hut in part they will vary, we’ll assume—a^d 
reaches three totals at the bottom on each side, which it 
shows, and each pair balances. 

A. Then there have to be changes on the liability side 
also. 

Q. Yes. I say each pair balances. 

A. Each pair balances. Three columns on one side; and 
three on the other. 
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Q. Now, which are the official corporate account books 
of the company? 

A. That is just what I would ask. I would say, What 
is your representation as to financial position? To do a 
thing like that, why, it is unbelievable. I can’t imagine 
anything like that. Great Scott, where would the investors 
be? Where would the stockholder be? He would be way 
up in the air, and the management must have been up in 
the air to do a thing like that. 

Q. You differentiate that situation from a situation where 
a particular figure is shown in a single column on the left 
or right hand side of the balance sheet, and is footnoted, 
and a different figure is shown in the footnote? 

A. Yes, because when the footnote method is used, it 
is as an explanation of something. But to present three 
balance sheets—and that is what it amounts to—in 
3203 a representation to stockholders, why, no one would 
know what the representation is. 

Well, I think what might happen in a case like that, is 
that either the directors or the management might be look¬ 
ing for another job. 


3216 The company has, we’ll say, these three sheets in 
its ledger for Account 100.5, one of them being the 

one which it has showing 6 million; one showing zero; and 
one showing 20 million. And it makes its official report 
to its stockholders—its annual report to its stockholders— 
on the basis of the 20 million dollar figure. And on that 
basis, showing the dividend, there is no deficit created, 
there is some surplus left; but there are these other 

3217 two accounts which you say on that basis- 

A. There are two other sheets set up. 

Q. But you say they are memorandum accounts because 
the company’s report to its stockholders is not based on 
them. 

A. They are sheets, not books. Sheets. 

Q. All right. I don’t want to argue with you whether 
they are sheets or books or anything else. These two 
other sheets. 
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Now, the accountant ascertains that if he had used the 
six million dollar figure shown by one sheet, or the zjero 
dollar figure shown by the other sheet, that the payment 
of that dividend would have exhausted the surplus and 
created a deficit. 

I understand from what you have said then, that tjhat 
raises no accounting problem for him. He may certify 
that—I want to give just one more fact—if the dividend 
were a dividend out of capital it would be illegal under 
an applicable statute. As I understand you, that raises no 
accounting problem. He may certify that the financial 
statement as reported to the stockholders is in conformity 
with generally accepted principles of accounting? 

A. It does create an accounting problem. 

Q. It does create an accounting problem? 

A. Yes. Oh, yes. It creates an accounting pijob- 
3218 lem of deciding whether the 20 million dollars is [the 
asset upon which management is making its repre¬ 
sentations, whether the six million dollars is the amount, 
or whether the amount is zero with corresponding effects 
on surplus. 

Q. I thought I had told you that the management’s re¬ 
port is based upon the use of the 20 million dollar figure. 

A. All right. And management has submitted that bal¬ 
ance sheet to the public accountant for audit. 

Q. Yes. 

A. The public accountant goes to the accounts to see that 
that 20 million dollars is there, of course. 

Q. Yes. 

A. In the official corporate accounts. He certainly \yill 
inquire how that 20 million dollars came about. That is 
going back to the journal entries. He may go back to the 
orders. He happens to see these other sheets in the book, 
and he wonders, “Now, why are these here?’’ And hd is 
told, “Well, that is what this acquisition adjustment ac¬ 
count would be if we had reflected in our official corporate 
account the order of the State Commission”. He sees the 
sheet with zero on it, and he asks about that, and he! is 
told, “Well, that is what the official corporate amoijint 
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would be if we had substituted or if we had reported in our 
accounts the order of the Federal Commission”. Well, he 
goes on to say “Well, in that event, let’s look at 

3219 surplus too”—or something else—because where 
there is a debit there must be an equal and correspond¬ 
ing credit, so he wants to see that the two are kept in 
balance. 

So he goes to these other things, and he is finally left 
in this position: “Mr. Management, what is your repre¬ 
sentation ? I find these three sheets in your ledger, and 
I think that, in its suggestions, is a pretty bad practice. 
I find these three sheets in your ledger. You have handed 
me a balance sheet containing one of these figures.” And, 
remember, management, the corporation, must first give 
the auditor a balance sheet or a trial balance. That is the 
thing—that is the first thing—the auditor requires. 

Well, he says, “I find that you have drawn this balance 
sheet for twenty million dollars. Is that your position? 
Is that your representation?” The management says, 
“Yes, that is our representation.” 

The auditor may certify that statement without quali¬ 
fication, but only to the extent of pointing out what the 
other requirements were. He might go so far as to say 
that if these other amounts had been recorded on the bal¬ 
ance sheet, and inasmuch as the twenty million dollars 
which was shown was reduced to the six million dollars 
in the other sheet, and zero in the other sheet, by surplus 
charges—not surplus charges in the official corporate rec¬ 
ords but memorandum surplus charges—that the 

3220 surplus would be different. 

And he might go so far as to say that if the acquisi¬ 
tion adjustment account were stated at zero, and inasmuch 
as the memorandum record for that was a charge of twenty 
million dollars to surplus, the surplus would have been 
reduced to a certain amount. 

Now, he does not have to go much further than that, 
because the surplus account will show whether or not any 
dividends have been declared. 

I think that is about the way he would meet his obliga¬ 
tion. Of course, I don’t say that I have explained this or 
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described it in the kind of language that the auditors 
would use as well as might be done upon having more time 
for expressing it. 

Q. Then the reviewing public accountant may—I believe 
you said should—require disclosure of these requirements 
of the regulatory commissions, and what their effect Would 
be, in terms of the results so far as whether the dividends 
are dividends out of capital or not? 

A. No. 

Q. But he may properly certify management’s conclu¬ 
sion as represented in its reports to its stockholders, 
based on its own account? 

A. Yes, the public accountant may properly certify that, 
but I think he is under an obligation—I think he 
3221 would be required to call attention to these other 
orders. Now, I am not sure whether he would be re¬ 
quired to show what the effect on surplus would be. Off¬ 
hand, I think that it would be a desirable practice. 1 say 
I am not sure because I wouldn’t want to be critical of 
accountants who had not gone that far in their footnotes. 
That isn’t always done, and I wouldn’t want to be critical 
of an accountant who hasn’t done it. 

My feeling would be that it had the effect—that is, bring¬ 
ing the adjustment account down to six million dollars, 
let’s say—would have the effect of reducing the surplus 
fourteen million dollars. I think it would be a good idea 
to make that kind of explanation, although, as I say, I 
wouldn’t criticize an accountant necessarily if he didn’t 
do that. 

• • • • • • • I 

I 

3231 Q. Would you say that uncontrolled memorandum 
accounts are apt to result in numerous inaccuracies ? 
A. Well, I don’t know what you mean, or the sense in 

3232 which you refer to “uncontrolled”. Memorandum 
accounts, did you say? 

Q. Yes. 

A. What do you mean by “uncontrolled”? 

Q. Well, I thought we had just settled that question of 
uncontrolled memorandum accounts. 
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A. I don’t think that has been mentioned before, the 
question of uncontrolled. 




Q. My question is not what I mean, hut what does 

3233 it mean to you as an accountant? 

A. Well, I don’t know what it would mean. I 
haven’t used the expression, hut maybe I can help out along 
this line. There is a general ledger containing certain 
general ledger or control accounts. For example, the gen¬ 
eral ledger might contain a control account for materials 
and supplies, or for accounts receivable, or accounts pay¬ 
able. Back of that general ledger account, or back of any 
one of these general ledger accounts, there may be, and for 
business of any size there would be a subsidiary ledger 
which carries in detail the different accounts making up 
accounts receivable, the different accounts making up ac¬ 
counts payable, the different classes of materials making up 
the materials account. 

Now, the general ledger control account maintains con¬ 
trol over its subsidiary ledger in such a way that every 
debit made in the subsidiary ledger has an equal or cor¬ 
responding debit in the control ledger, although the debits 
to the two ledgers—that is, the control and the subsidiary 
ledger—may not be made simultaneously. 

There will be records of materials purchased, for ex¬ 
ample. Then there is a distribution of materials purchased. 
There may be fifty kinds of materials purchased during a 
period, so there would be entries on fifty classified ma¬ 
terials accounts, but just one amount making up the aggre¬ 
gate of the fifty amounts that would be entered into 

3234 the control ledger. That is the sense in which ac¬ 
countants use the word “control” in reference to 

detailed accounts. 

Q. Well, is there in that concept of control the further 
connotation that the general ledger item is subject to in¬ 
clusion in a balance which must be balanced against the 
other side of the books? 

A. Well, yes, I can see now the sense in which the memo¬ 
randum records would be uncontrolled. There is nothing 
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to control them. For example, you might carry a general 
ledger account, “Assets”. The subsidiary accounts would 
be the different kinds of assets. For every entry made 
in the subsidiary accounts representing the different kinds 
of assets, there would be an equal entry made in this control 
account known as “Assets.”. 

Consequently, if you have memorandum records pertain¬ 
ing to assets, and debits or credits were made in that 
memorandum record, it wouldn’t have a control because |it 
is apart from your general plan and control of accounting^ 

They are memorandum records, and for that reason they 
would not be controlled. 

Q. And that would be true of memorandum accounts of 
the kind represented by the $6,000,000 sheet and the zeto 
dollar sheet in our previous example? 

A. That is right. Inasmuch as they are not a part Of 
the body of data making up the total of assets, and 
3235 they are not a part of the official corporate accounts, 
they are lacking in control. Now, I don’t mean when 
I say they are lacking in control that they get out of hand- 

Q. Control in the sense which you have just been dis¬ 
cussing it? 

A. Yes, sir. 

Q. And are such uncontrolled memorandum accounts apt 
to result in inaccuracies? 

A. Well, that seems to me like saying that a memorandum 
record may be inaccurate in itself, because it is not a paxjt 
of the body of corporate accounts. I don’t think that fol¬ 
lows. I think the record, as a record for what it purport^ 
to show, may be an accurate record, and I don’t see why 
that condition in itself would lead to inaccuracies. No, I 
don’t see that that should result in inaccuracies, because 
I would assume when the company prepares its balance 
sheet it is going to prepare on the basis of one account or 
another. 

Well, wait a minute—let me see what someone might 
think about it. I don’t know whether anyone has said thife 
or not, incidentally. The way in which it might lead to ini- 
accuracies is this. It is just a mechanical condition. Theri 
are three sheets in the same volume. The bookkeeper of 
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the accountant in taking off a trial balance at one time may 
pick one sheet, the next time he might pick another sheet, 
and the third time a third sheet. It is for that reason 
3236 I don’t think that is a good way to have this thing 
set up physically, because it is going to result in a 
time consuming condition, possibly. But I don’t see why 
that should necessarily lead to inaccuracies, because if the 
bookkeeper or accountant taking off the trial balance takes 
off an asset account which is not in agreement with a cor¬ 
responding account, he is not in balance. 

Now, not being in balance, he knows the first thing he 
must do is balance that trial balance, and so he starts to 
look for the cause. 

Q. That is where double entry bookkeeping gets its 
accuracy? 

A. That is right. That is the reason why double entry 
bookkeeping is so fine and systematic. 

Q. That is what I had in mind, and before you conclude 
your answer let me suggest the possibility that these memo¬ 
randa accounts may reflect inaccuracies because, there being 
this lack of control by checking against the other side of 
the books, you don’t know whether you have got all the 
memoranda accounts, for example. 


The Witness: Well, I think just from the standpoint of 
mechanical conditions, it may lead to temporary con- 
3237 fusion, because a man takes off a trial balance, and if 
he doesn’t pick out the corresponding memoranda 
records then his trial balance is not going to be in balance, 
and so he has to go back and see where the trouble is. 

But I would say this generally, that I don’t see why 
memorandum records, as such, for the purpose for which 
kept, are necessarily inaccurate records. They may be 
just as accurate as any other record for that purpose. 

Q. They wouldn’t be subject to the check which double 
entry bookkeeping gives in having to balance assets against 
liabilities ? 

A. Well, taking them individually, and since they are 
memorandum records, they wouldn’t be subject to that kind 
of check, no, sir. 
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Q. Supposing someone without authorization, or by; in¬ 
advertence one of the sheets becomes lost, or someone 
without authorization pulls one of these memoran4um 
sheets out of the ledger. There is no check to determine 
its loss, is there? j 

A. Well, the same thing can apply to the official corpo¬ 
rate accounts. 

Q. Well, that would be disclosed by the lack of balance, 
then? 

A. That is right, it would be disclosed by lack of balance, 
that is so; but if one of these memorandum records 

3238 became lost or inadvertently destroyed, you wouhjn’t 
have any trial balance procedure that would readily 

identify or quickly disclose that there has been a loss of a 
sheet. 

Q. Well, then, to summarize, if you can, and to cojme 
back to the question which I originally put, are uncon¬ 
trolled memorandum accounts apt to result in inaccuracies, 
would you say? 

A. Yes, and no. j 

Q. All right, you have given your explanation. 

A. I have given my explanation. j 

Q. Are uncontrolled memorandum accounts apt to result 
in confusion ? 

A. Yes, I think they can result in confusion in the sense 
in which I pointed out, namely that the bookkeeper might 
pick out one of these accounts, if they are physically a part 
of the same binder, and at another time pick out another 
account, and then he has to struggle around and see wthy 
his account doesn’t balance. I 

In that sense, yes, that could be true, serious confusion 
from the standpoint of inconvenience, and a need for find¬ 
ing out why a difference exists in a trial balance which he 
shouldn’t have. 

In other words, if those sheets were taken out of the books 
and put where they ought to be, in my opinion, someplace 
else and not become a part physically of the corpo- 

3239 rate ledger, you would just be getting rid of that kind 

of problem. j 
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Q. Are uncontrolled memorandum accounts apt to result 
in trouble in verification and reconciliation? 

A. Yes, in the way I have explained. 

Q. In your opinion, do accountants generally recognize 
that- 

A. Let me say that again. That is, it is going to result 
in trouble in verification when they are physically a part 
of the records. If they are taken out physically, then I 
don’t see why the memorandum records are going to cause 
any trouble in verification, because you don’t have that 
kind of verification. 

Q. Well, suppose the memorandum accounts are not part 
of the book physically in which what you have referred to 
as the official corporate records are kept, not part of that 
volume, that ledger—physical ledger, but the memorandum 
accounts—take one of them, the $6,000,000 account— is 
part of a ledger which has all the other sheets that duplicate 
the ledger in which the $20,000,000 sheet is kept, and when 
I say duplicate, I mean there are two physical volumes 
there, and they have got the same pages and they look just 
exactly alike except when you get to Account 100.5 one of 
them has $20,000,000 in it and the other has this $6,000,000 
figure in it, and then just to complete our previous case we 
have got a third volume just like that in which there 
3240 is a zero dollar figure. 

Now, you have got the three volumes, and they are 
just exactly alike. 

Now, having in mind that kind of uncontrolled memoran¬ 
dum accounts, would you say that that was apt to result in 
inaccuracies, confusion and trouble in verfication and re¬ 
conciliation ? 

A. Well, it would result in trouble. I don’t know about 
the confusion, because—and I find it difficult to imagine 
such a condition- 

Q. Physically it is possible? 

A. Oh, it is physically possible, yes, sir. Now, one of 
those sets of records is going to be the official set of records. 
The other sets of records are going to be pro forma records. 

Q. Or what you call memorandum? 

A. Or memorandum records. Now, I am assuming that 
in this set of records in which the adjustment account is 
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carried at $6,000,000 we find that when the $20,000,000 was 
reduced to $6,000,000, or in the amount of $14,000,000, that 
in this memorandum record there is a surplus account, |we 
will say, that has been reduced $14,000,000. Then there is 
no more trouble in verification in the sense of taking a trial 
balance from that record than there is from either of the 
other two records. You can take a trial balance frpm 

3241 any one of these three records, and it shouldn’t!be 
any more difficult to do it with one than it is with the 

other. 

Q. Now, the existence of those three sets—two memo¬ 
randum records and one what you refer to as official cor¬ 
porate record—does or does not result in inaccuracies, con¬ 
fusion and trouble in verification and reconciliation? 

A. Well, I can’t see why that would lead to inaccuracies 
in any one of these three sets of records as long as the basis 
for the record is accurate. That is, you have the equivalent 
of double entry bookkeeping. I don’t see why there would 
be any difficulty in verifying those records. 

Now, the trouble is—and of course this is what we are 
finally thrown back on—is the deciding or knowing which 
is the official corporate ledger. But I am taking, from what 
we have been discussing, that that is not the problem here. 

Q. At any rate, you have given us an answer to that 
problem ? 

A. Someone has to give an answer to that to start with, 
and I have said management ought to give the answer to 
that. Management says, “This is our official corporate 
ledger.” That can be verified. That doesn’t lead to con¬ 
fusion. 

Q. Well, let’s raise the horizon here a little bit. Let’s 
not just look to the trouble which people inside the corpo¬ 
ration, employees, bookkeepers, or reviewing ftc- 

3242 countants may have, but consider the total situation 
in which corporate books, accounts and records may 

have significance and in the light of that total situation 
would you say that the existence of three sheets for Account 
100.5 or of three records in which there are these varying 
sheets for Account 100.5, two of which in either case fire 
memorandum accounts or records, and the other the official 
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corporate accounts, as you view it, would that situation be 
apt to result in inaccuracies, confusion and trouble in 
verification and reconciliation? 

A. Well, I can see where this whole plan would result 
in confusion. It would be confusing even to the public 
accountant, and it is confusing to the public accountant, it 
seems to me, because it goes beyond what even an experi¬ 
enced accountant would expect. 

Now, I am speaking of physical or dollar balance verifica¬ 
tion. I am speaking of all the confusion and uncertainty 
that would result from the mere presence of that condition. 

A public accountant coming in and finding these three 
sheets in one volume I think would have some confusion 
just at that point, it is so foreign to him, I should think. 
He would have his problems increased, because then he 
would have to figure out how this sheet ties in with the 
credit side, or the ledger accounts carrying the credit bal¬ 
ances. If he had no guidance, and if accountants so 
3243 far as possible work on their own—they shouldn’t 
go to the company accountant and say, “Well, figure 
this out for me,” but “I will figure this out for myself”, or 
should try it—then he has problems. He may have to start 
with one trial balance, and he might have any sort, or quite 
a few combinations that he would have to work out. Then 
finally he gets on the beam, and he is able to pick out the 
corporate accounts and get his trial balance. 

Now, that is the reason why I think it is an unfortunate 
thing, and why it would be pretty serious practice to include 
all of these three sheets in one volume. 

Now, to put one of these sheets in one big mass of ac¬ 
counts, the second sheet in another big mass of accounts, 
and the third sheet in the other of all the accounts—well, 
he is just puzzled right there. 

Now, of course he can cut right through it by going to 
the accounting officer or the other high authorities in the 
corporation and saying, “Now, which of these am I to use?” 

Well, he is told to use one. I don’t know if the account¬ 
ant would want to stop there. It seems to me he would 
become pretty much befuddled. 

Now, if these things were kept as strictly memorandum 
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accounts or records, distinct and apart from the regular 
accounting records, in the same manner in which income 
tax data are kept, I don’t think there would be the 

3244 trouble, but when someone says in effect that we have 
two different sets of books, that is where he goes 

right off. He doesn’t know where he is, and I think there 
is another bad aspect about it. You folks have been around 
this world, had contact with accounting, and usually where 
you find what are referred to as two sets of books, someone 
was using that device for rather incredible purposes. 

Q. It is enough in itself to flag the accountant’s attention 1 ? 

A. Yes, it is; it worries him. Accountants just don’t— 
I think Mr. Bell was quite shocked when such an idea was 
put to him, because there is a man with many years of 
accounting experience, and he apparently just never ex¬ 
perienced a thing of that kind. Now, he might have ex¬ 
perienced a condition where someone was using this method 
to conceal something. 

Q. In your opinion, do accountants generally recognize 
the disadvantages and undesirability of memorandum ac¬ 
counting records when such records are not controlled by 
the general books? 

A. Do accountants recognize the undesirability of memo¬ 
randum accounting records? 

Q. Memorandum accounting records. 

A. Memorandum accounting records when they are npt 
controlled by the books? 

Q. By the general books, the general books. 

3245 A. Well, I don’t see what that has to do with the 
desirability of memorandum records. Now, I am not 

going to call them accounting records; I am going to call 
them records. They may he in account form. 

I don’t see why memorandum records are undesirable 
because they are not controlled or not a part of the general 
ledger. By that you would be asking me to say are memo¬ 
randum tax records undesirable, because they are not a part 
of the official corporate accounts. Of course I wouldn’t 
come to such a conclusion. 

Q. If any of the accounting requirements prescribed 
bv either of these two commissions that I have referred to 
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in the hypothetical situation which we have previously been 
considering should be regarded as imposing a burden upon 
the company,- 

• *•#••• 

Q. —would the use of memorandum records to comply 
with that Commission’s requirement lighten that burden? 


The Witness: That is, if these conflicting regulatory 
requirements are in the nature of a burden or impose 

3246 a burden, would that burden be lightened by carrying 
the memorandum records ? 

Q. Yes, by complying with the requirement by the use 
of memorandum accounts or records. 

A. Well, I can start with the view that these conflicting 
requirements do impose a burden. 

Q. Yes. 

A. I believe that is so. Now, would that burden be 
lightened by the keeping of memorandum records? No, I 
don’t think the burden would be lightened by the keeping 
of those records, because the burden, as I see it, is the bur¬ 
den of deciding what are the official records. One commis¬ 
sion is saying, “Keep your accounts in one way”, and 
another to keep them in another way. 

Now, I do know this, and I think I have said this many 
times, that both of those orders when conflicting cannot be 
in the official corporate accounts. One or the other, or some¬ 
thing else that management decides, must be those accounts. 

Now, when you have to keep a memorandum record, that 
means there is just that much more work to do. 

Q. Are you of the opinion that uncontrolled memorandum 
accounts are as efficacious as official corporate accounts 
for informational purposes? 

A. Well, I am going to get away from this uncon- 

3247 trolled memorandum records. 

Q. I would rather you wouldn’t get away from it; 
that is what I am interested in. 

A. Well, all right. Of course, as I said before, I have 
difficulty in seeing the sense in which you apply the term 
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“uncontrolled”. They can be just as efficacious for their 
purpose as anything else. That is, the memorandum-- 

Q. That wasn’t my question, though. Are they just as 
efficacious for informational purposes? 

A. They can be just as efficacious for the information that 
they are designed to give as anything else. 

Q. Notwithstanding these possibilities of confusion and 
error? 

A. Well, there are those possibilities, and in the way in 
which I have tried to explain. 

Now, you say “ uncontrolled ”. Well, I still have difficulty 
in knowing just in what sense you are using uncontrolled, 
but I am assuming now when we are dealing with such a 
thing as the acquisition adjustment account, with the amount 
of $6,000,000, that the same memorandum records are going 
to carry some credit account, just as the memorandum 
records on income-tax depreciation will carry a record of 
the expense accrual, and will carry a record of the reserve. 
In fact, both of those things may be set up in account form. 

Now, those memorandum tax records set up in t^at 
3248 way can be just as efficacious for the purpose that 
they serve as anything else. 

Q. I show you a photostat of a letter which appears in 
Volume 63 of the Journal of Accountancy, being the issue 
for April 1937 on page 292 under the heading “ Corres¬ 
pondence”, a letter addressed to the editor, Journal of 
Accountancy, over the signature of John H. Bickley, and 
ask you whether you wrote the paragraph which appears 
in the letter, the first two paragraphs of that letter: 

“Dear Sir: 

“Surprising indeed is the proposal that a memoran¬ 
dum record be kept for the property that constitutes 
about 90 percent of the total assets of an industry, yet 
this appears to be the expedient offered by a recent 
editorial in the Journal of Accountancy.-” 

with a footnote indicated, reading as follows: “February, 
1937, pages 86-88, Original Cost in Utility Accounts.” Tliat 
is the end of the footnote. 
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“The disadvantages and undesirability of memo¬ 
randum accounting records are recognized by account¬ 
ants particularly when such records are not controlled 
by the general books. 

“Double entry accounting is still in vogue. Depar¬ 
ture from this procedure such as through un- 
3249 controlled memorandum accounts is apt to re¬ 
sult in numerous inaccuracies, confusion and 
endless trouble in verification and reconciliation.” 

Did you write that? 

A. I certainly did. It carries my signature. 

Q. That is all the questions I have to ask about it. 

A. I hope I am complete enough in that discussion. Well, 
I won’t try to say anything more about it. 

• •••••• 


3362 Redirect examination. 

By Mr. Barber: 

Q. Mr. Bickley, have you reviewed the record of your tes¬ 
timony in this case ? 

A. Yes, sir, I have. 

Q. And, as I understand it, there are some points in your 
testimony where, in your opinion your answer is not com¬ 
plete or clear? 

A. Well, it is generally a matter of not being as clear as 
I should like to try to make it. 

*•••••• 


3365 Q. Go ahead. 

A. Page 2499. 

Presiding Examiner: Page 2499? 

The Witness: Yes, sir, line 13, where I said: 

“. . . ought to be depreciated over that twenty-year 
period.” 

That should be changed to “twenty-five year period”, as 
it is in the second line above. And in line 15, the word 
* * depreciated ’ ’- 
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Mr. Wahrenbrock: May I just have it understood now 
that as you go forward you are desirous of adding to tie 
answers previously given, as you previously explained? 

The Witness: That is right. Well, that is really | a 
3366 question of an error in the answer. I said “twenty 
year period”, and the estimated life of the enterprise 
which we were considering was twenty-five years. It wis 
an inadvertence. It should have been twenty-five years, 
instead of twenty years. 

And in the next sentence where I said: 

“. . . any investment in intangible property ought 
to be depreciated”. 

that should be “amortized”, and there should be added, ijo 
make the thought complete, the words “over the same 
period”. 




3368 Although I was speaking about the sound value 
of physical property, I stopped with the words 
“sound value”. I failed elsewhere to say “sound value qf 
physical property”, having stopped with “sound value’!’. 
This was corrected at page 2620, for the same statement at 
page 2619. That correction was made, and the same cor¬ 
rection should be made at page 2790, line 1, where I said 
“sound value of the property” I meant that to be “sound 
value of the physical property”. 


The Witness: The next is at page 2630, lines 2, 3, and 
4. Here I defined integration as applied to electric utilities 
without reference to ownership or control. However, ajt 
page 2629, lines 2 to 7, when I defined integration value, J 
said as a part of the definition that common management 
be present. 

Again at page 2633, line 18, in speaking of integration 
value, I referred to common ownership, line 19. Hence, in 
my definition of integration at page 2630,1 should have madp 
it clear that common ownership or control be present in in¬ 
tegration. 
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Page 2681, line 8. As it appears in the transcript, I 
said: 

3369 “I believe the earnings are going to be at a 
uniform level.” 

I meant that earnings are not going to be at a uniform 
level, as is clear from my additional testimony in the same 
paragraph. 

Next is page 2714. 

The Witness: At lines 18 and 19 I said: 

“Accounting principles must be expressed within the 
framework of legal requirements.” 

This, I fear, did not clearly express my views, as may be 
evidenced from my general discussion starting at page 
2709. 

A similar statement was made at page 2712, lines 18 and 
19, namely: 

“Accounting principles and conventions must be 
within the framework of the law.” 

In order to clarify my statement, I should like to say 
that legal requirements do not make good accounting out 
of poor accounting, as suggested, at least by my remarks 
at page 2710, lines 19 to 25, and at page 2713, line 18- 


3370 The Witness: A clear statement on this subject 
would be that except to such extent that the law has 
had any influence on the development of accounting, ac¬ 
counting principles as such are independent of the law; 
but accounting practice recognizes the need for compliance 
with laws whether the laws reflect sound or poor account¬ 
ing. 

When a public accountant finds that a financial statement 
reflects an entry that is contrary to generally accepted ac¬ 
counting principles, but that the entry was made in com¬ 
pliance with a law or other legal requirement, the account¬ 
ant need not refuse to certify the statement because he could 
not qualify the client’s compliance with the law. 
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However, the accountant could and probably would call 
attention to the basis for the entry, namely that it was in 
compliance with a legal requirement, and to that extent 
and in that respect might qualify his opinion. 


3309 Robert A. O’Neill, was called as a witness, and 
having been first duly sworn, was examined and 
testified as follows: 

Direct examination. 


The following statement is printed in lieu of the testi¬ 
mony of the Witness 0 ’Neill on pages 3310-3335: 

The witness is an engineer in the employ of the Federal 
Power Commission and has been for about nine years. He 
was assigned to the Arkansas Power & Light case in March, 
1941, and at that time went to Pine Bluff, Arkansas, j the 
headquarters of the Company and remained there until in 
May, 1942. He subsequently returned there several times. 
All Company papers, before they were turned over to the 
Witness and other employees of the Federal Power Com¬ 
mission working on the Arkansas Power & Light case for 
examination, were reviewed by Mr. Minor Sumners,' an 
employee of the Company. While the witness was testify¬ 
ing, Mr. Sumners was present in the hearing room. ^Ir. 
Sumners left the employment of the Company in October, 
1944, and went with the Arkansas Department of Public 
Utilities, and at the time the witness was testifying Mr. 
Sumners was in the employ of the Arkansas Public Service 
Commission. 

I 

4775 Further Direct examination. 

By Mr. Purdue: 

Q. Are you the same Mr. O’Neill who previously testified 
in this proceeding! 

A. That is right, 
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Q. Did yon make a review and study of the Batesville 
acquisition! 

4776 A. Yes, I have reviewed the Batesville acquisition, 
checked the physical property, and checked the ap¬ 
praisal made prior to the time that the company acquired 
the property. I might add that this is the same appraisal 
used by the company in their response. 

Q. I call your attention to Exhibit 132 for identification. 
Is that the document to which you refer? 

A. This is the appraisal, yes. 

Q. Now, directing your attention to the date of Exhibit 
132, February 10, 1926, I will ask you this, Mr. O’Neill: 
Do you know the amount of the additions in the interim 
period from that date to the time of acquisition of the 
Batesville property by Arkansas Power and Light Company 
in July of 1927? 

A. I know the amount that the company estimated to 
cover that period. 

Q. What is that amount? 

A. That amount is $46,000. I use round numbers on this. 
There may be some odd dollars and pennies, which I can’t 
recall off-hand, although I have the exact figure in my 
studies; but $46,000 was the amount determined by the com¬ 
pany as being the net additions for that period. 

Q. What was the basis for that information there, Mr. 
O’Neill? 

A. The basis for that information is that there was 

4777 an oil engine unit installed or in process of being in¬ 
stalled in the power station at Batesville at the time 

the company acquired the property and at the time the 
negotiations were going on. The costs of that unit were 
apparently absorbed in the municipality’s books, and there¬ 
fore an estimate was made to take care of that interim 
period, and the company estimated that figure, as I say, in 
round numbers, of $46,000, which I accepted in my studies 
as being correct. It seemed to me to be a reasonable deter¬ 
mination, and I had no reason to challenge it. 

• •••••• 
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Further Cross-examination. 

By Mr. Young: 

Q. Mr. O’Neill, if I understand you correctly, and if I 
understand the facts of this situation correctly, Exhibit 
No. 132 for identification is a report made February 10, 
1926! 

A. That is correct. 

Q. And this particular property was not purchased until 
May 30, 1927. Is that your understanding? 

A. That is correct. I want to make one qualifica- 

4778 tion, which, as an engineer, I feel I have to in connec¬ 
tion with this matter. 

This is a bound document, as you can readily see, /md the 
date on the cover is shown as the 10th. But I happen to 
know that there is a drawing in the back of that bound docu¬ 
ment which is dated December 26, which might lead me to 
believe that before it was bound somebody might have 
brought the thing up to December. 

I don’t say that that is a fact, understand, because I don’t 
know it to be a fact, but if they did, they missed out on this 
oil engine unit which was going in during that year. So I 
assumed that the date of February 10 was enough for my 
purpose. 

Q. Let me see if I understand what you have done. You 
have taken this Busch-Sulzer- 

A. Yes. 

Q. That was installed after this report was made, is that 
correct? 

A. That is right. 

Q. And you say the company estimated that that addi¬ 
tional amount would be $46,000 ? 

A. That is correct. 

Q. For that oil engine unit? 

A. That is right. 

Q. Now, do you mean to say, Mr. O’Neill, that this 

4779 inventory or report in February 1926 is a complete 
list of all the property that was there when we bought 

the Batesville situation on May 30, 1927, except for that oil 
engine? 
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A. I didn’t say that, Mr. Young. I said I took the com¬ 
pany’s estimate. Mr. Kittleman said that that was the 
addition—he said it was $46,000—and I assumed it to be 
correct. 

Q. As for the oil engine? 

A. That was about the only addition there was as far as 
I could determine, and as far as he could. If there was any 
other addition, I don’t know about it. This is the report and 
the response. 

Q. This is what we discussed with Mr. Purdue. 

A. Well, I wasn’t in on the conference you had with Mr. 
Purdue. 

Q. That is correct. 

A. So I don’t know. 

Q. In addition to the 400 horsepower Busch-Sulzer oil 
engine unit, there were some new fuel oil storage tanks 
added between—well, after the time of that report—and 
also some extensions in electric and water distribution 
systems. 

• •••••• 

4780 Q. Are you prepared to say that that is not cor¬ 
rect, Mr. O’Neill? 

A. I am not prepared to say that is not correct right 
off the arm, I’ll tell you that. I would have to look into 
that a little bit. I will say one thing that the company 
had half a dozen oil engines before and bad fuel installa¬ 
tion there—whether they replaced some or added some is 
not a major item. 

I suppose in addition to the distribution system and the 
two water mains that there were some normal additions. 
It was a small town. I would not expect that they didn’t 
have any. 

Q. But you don’t pretend to tell the Examiner that that 
report there is a correct list of the property we bought 
when we got the Batesville property except for an oil 
engine? 

A. I say that this is the report as of 1926, and that I 
accepted Mr. Kittleman’s figures for the additions up to 
the date of acquisition. I took his figures and accepted 
them. He did this for the response, Mr. Young. 
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Q. You took them only for the oil engine unit, didn’t 
you? j 

A. That’s all he said there was. He said they put in an 
additional oil engine unit, and I accepted that. Now, 
that has come since the response was made. There 

4781 may have been some other minor additions. I can’t 
say about that. I don’t know. 

• • • # • • • j 

| 

4782 Q. All right. Now, what was the original cost, 
estimated or actual—whatever it was—of the Bates- 

ville property! 

• • • * • • • i 

A. $433,000. [ 

Q. No, sir. I don’t mean to confuse you. That was the 
acquisition cost, wasn’t it? | 

A. Yes. i 

Q. What was the original cost? That is what I 

4783 want you to tell me. 

A. As determined by the company in the response? 
Q. Yes. ! 

A. $342,055.81. I 

Q. Now, both of those amounts are as of the date of 
acquisition? 

A. As of the date of acquisition. j 

Redirect examination. 

! 

By Mr. Purdue: 

Q. Now, Mr. O’Neill, when was the original cost of $342,- 
000 determined? i 

A. It was determined for the response, Exhibit C. As 
far as the date is concerned, I wouldn’t want to attempt 
to make a guess. 

Q. All right. Now, does the $342,000 figure for original 
cost include depreciation or make allowance for deprecia¬ 
tion? | 

A. Well, that is reproduction cost. The cost to repro¬ 
duce. 
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Q. What would be a reasonable allowance for deprecia¬ 
tion? 

A. I wouldn’t want to attempt to answer that question. 
Not at this time, Mr. Purdue. I would have to do a little 
study there. I couldn’t answer that. 

• •••••• 


4793 Stipulation 

It was agreed that the statement found in lines 10 through 
16, on page 4654 of the transcript are facts in this record 
(Tr. 4793), which statement is as follows: 

“Mr. Young: I have here in my hand a report of the 
Respondent to the Arkansas Public Service Commission, 
which shows that the Respondent earned $4,029,227.74 on 
its electric properties during the year 1947, and that that 
amount of $4,029,227.74 is the allowable return on its elec¬ 
tric rate base for the year 1947.” (Tr. 4654). 


3380 George T. Cross was called as a witness and, hav¬ 
ing been first duly sworn, was examined and testi¬ 
fied as follows: 

Direct examination. 

By Mr. Wahrenbrock: 

• •••••• 

3382 1. Q. Will you please state your name and ad¬ 

dress? 

A. George T. Cross. I am presently living in "Washing¬ 
ton, D. C. 

2. Q. What is your position ? 

A. I am a Chief Examiner of Accounts employed by the 
Federal Power Commission. 

3. Q. Will you please describe, briefly, your duties? 

A. Under the supervision of Mr. Charles W. Smith, 
Chief of the Bureau of Accounts, Finance and Rates, and 
Mr. R. C. Rainwater, Chief of the Division of Original Cost, 
I ipake examinations of reclassification and original cost 



1259 


studies filed with the Federal Power Commission by com¬ 
panies subject to its jurisdiction. Generally speaking, I 
have been the in-charge examiner on examinations of origi¬ 
nal cost statements of public utility companies having plant 
accounts ranging from 7% million to over a quarter of a 
billion dollars. On such examinations, I supervise the work 
of from two to six accounting examiners and supervise 
administratively the work of one or two engineers. Upon 
completion of such examinations, I prepare reports sum¬ 
marizing the results thereof. 

4. Q. Will you state your education and experience? 

A. I graduated from the University of Pennsyl- 

3383 vania in 1923, receiving the degree of B. Sc. in Ec. 
In the same year I was employed by an accounting 

firm in Chicago, Illinois, the Commercial Accounting and 
Auditing Company, as a Junior Accountant. Approximately 
two years later I was transferred to a client of that com¬ 
pany, the Triangle Restaurants, of Chicago, Illinois, and 
held the position of general auditor for approximately two 
years. In 1927 I was employed by Haskins & Sells, Certified 
Public Accountants, as a Junior Accountant and shortly 
thereafter I was made an in-charge accountant. I retained 
that position until March 1, 1939, at which time I joined 
the staff of the Federal Power Commission. 

During my employment with Haskins & Sells I was En¬ 
gaged practically 90 percent of the time on public utility 
work, that is, in conducting audits and in tax work. Siijice 
joining the staff of the Federal Power Commission I have 
been the in-charge examiner on examinations of nine public 
utility companies. Eight of those examinations have been 
completed with resultant adjustments of approximately 
$235,000,000.00, * * * 

5. Q. Will you please summarize your work in connec¬ 
tion with the examination of the original cost studies of Ar¬ 
kansas Power & Light Company? 

3384 A. I was first placed in charge of the Arkansas 
Power & Light Company examination in November 

of 1941. The examination was well under way at that time, 
other examiners having been engaged on the work since 
March of that year and a preliminary review having been 
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made as early as 1938. My review of the work in Novem¬ 
ber, 1941, indicated that the studies which the company had 
filed were totally inadequate. Those studies reflected ad¬ 
justments of only $9,845,726.64, whereas the staff subse¬ 
quently determined that the adjustments were actually 
in excess of $21,000,000.00. The company’s studies were 
based, to a very large extent, upon engineering esti¬ 
mates. 

3385 7. Q. Will you continue with your summarization 
of your work in connection with the Arkansas Power 

& Light Company examination? 

A. In view of the unavailability of those books and 

3386 records the staff undertook, insofar as it could from 
the materials available, to ascertain the amounts of 

write-ups and other improper charges included in the pred¬ 
ecessor’s plant accounts and thereby fix a maximum, or ac¬ 
counting ceiling, for original cost of the predecessors’ 
plant. The plant account of Arkansas Power & Light Com¬ 
pany, whose books and records were available, was also re¬ 
viewed. 

The staff report on the examination of Arkansas Power 
& Light Company—identified as Item B in this proceeding— 
was completed and served upon the company on June 12, 
1943. In that report approximately $17,720,000.00 was 
classified in adjustment accounts. In September, 1943, 
the company filed a response to the staff report and therein 
classified approximately $18,210,000.00 in adjustment ac¬ 
counts. In September, 1944, a supplemental staff report— 
identified as Item D in this proceeding—was prepared 
which reflected adjustments approximating $21,175,000.00. 
Subsequent to the serving of that report a stipulation en¬ 
tered into—Exhibit 1 in this proceeding—brings the ad¬ 
justments to $21,355,538.75. 

8. Q. As of December 31, 1945, how much of that $21,- 
355,538.75 remained in the plant account of Arkansas Power 
& Light Company? 

A. $8,077,575.02. 

9. Q. What did that $8,077,575.02 consist of? 

3387 A. That amount consisted of adjustments pro¬ 
posed in the staff’s supplemental report plus the net 
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amount of the adjustments agreed to in the stipulation, Ex¬ 
hibit 1, and less adjustments disposed of prior to Decem¬ 
ber 31, 1946. Of the total amount of $8,077,575.02, $361,- 
358.95 is reflected in Account 100.1, Electric Plant in Service, 
$857,016.03 is reflected in Account 100.6, Electric Plant in 
Process of Reclassification, and $6,859,200.04 is reflected in 
Account 100.5, Electric Plant Acquisition Adjustments^ all 
as of December 31, 1946. Of the amount reflected in Ac¬ 
count 100.1, $248,987.19 has been disposed of pursuant to 
an order of the Federal Power Commission, dated Novem¬ 
ber 17, 1947, and the stipulation of January 9, 1948, pro¬ 
vides that an order may be entered by the Commission vyith. 
respect to the disposition of the remaining amount of $112,- 
371.76. Of the $857,016.03 reflected in Account 100.6, $2p9,- 
955.60 has been disposed of since January 1, 1947, and the 
stipulation provides for the entering of an order by the 
Commission in respect to the balance of $557,060.43. . Of 
the amount reflected in Account 100.5, $6,859,200.04, [the 
stipulation provides for the entering of an order by the 
Commission in respect to $612,000.00 thereof, leaving 
$6,247,200.04 in Account 100.5, Electric Plant Acquisition 
Adjustments. 

10. Q. Is that amount, $6,247,200.04, correctly 
3388 classified in Account 100.5, Electric Plant Acquisi¬ 
tion Adjustments? 

A. No, sir, it is not. 

11. Q. How should it be classified? 

A. $1,940,086.96 should be classified in Account 107, Elec¬ 
tric Plant Adjustments, and the balance $4,307,113.08, 
should be classified in Account 100.5, Electric Plant Ac¬ 
quisition Adjustments. 

12. Q. Do you have a statement showing your classi¬ 
fication of the $6,247,200.04? 

A. Yes, sir, I have. It is entitled, “A Statement Show¬ 
ing Classification of Excess Over Original Cost of Electric 
and Common Utility Plant as of January 1, 1937, and De¬ 
cember 31, 1947,” Exhibit 216 for identification. 

13. Q. Will you please explain that exhibit? 

A. That exhibit reflects the classification of $l,940,086i96 
in Account 107, and $4,307,113.08 in Account 100.5, a toj;al 
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of $6,247,200.04. The exhibit starts with the total adjust¬ 
ments as reflected in the supplemental staff report, $21,- 
174,256.69, as classified therein. Additive adjustments, 
as reflected in the stipulation of January 9,1948, bring that 
amount up to $21,355,538.75. These additive adjustments 
have been classified in Account 107, Electric Plant Adjust¬ 
ments. The supplemental report classified adjustments per¬ 
taining to the Denning Coal Company acquisition and 

3389 the Picron acquisition, $255,941.55 and $212,312.54, 
respectively, in Account 107, Electric Plant Adjust¬ 
ments, and on page 1789 of the transcript it has been stipu¬ 
lated that those amounts are correctly classifiable in Ac¬ 
count 100.5, Electric Plant Acquisition Adjustments; they 
have accordingly been transferred to that account. 

The next item relates to the Little Rock acquisition. The 
supplemental report reflected Account 107 adjustments for 
that acquisition of $1,864,929.35. I have since determined 
that the excess of recorded cost over the system cost of the 
Little Rock properities was $3,565,007.26. Accordingly, 
I have increased the original adjustment of $1,864,929.35 
to $3,565,007.26. On that basis, the total adjustments of 
$21,355,538.75 are classifiable as follows, as of January 1, 
1937: 

Account 100.5, Electric Plant Acquisition Adjustments, 
$468,254.09. 

Account 107, Electric Plant Adjustments, $7,592,979.55. 

Account 108.15, Common Utility Plant Acquisition Ad¬ 
justments, $13,294,305.11. 

Dispositions between January 1, 1937, and December 31, 
1947, total $13,526,950.92 and that amount has been de¬ 
ducted from accounts 108.15 and 107 in amounts of $3,754,- 
120.56 and $9,772,830.36, respectively. That distribution 
is in conformity with the Respondent’s Exhibit No. 55. 

In addition, adjustments of $1,581,387.79 have been 

3390 deducted from the total and from Account 107; this 
deduction represents those items set forth in the 

stipulation, Exhibit 1, and which are there stipulated to be 
subject to the order of the Commission. There remains 
$468,254.09 in Account 100.5, $3,838,858.99 in Account 108.15 
and $1,940,086.96 in Account 107. The amount of $3,838,- 
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858.99 which now appears to be applicable to the electric 
department, has been reclassified from Account 108.15 to 
Account 100.5, giving a balance therein of $4,307,113.08. 

14. Q. What does the amount of $1,940,086.96 classified 
by you in Account 107 represent? 

A. That amount is composed of two items, an amount 
of $36,960.00 pertaining to the Dumas acquisition which has 
been stipulated to be properly includible in Account 107, 
and an amount of $1,903,126.96 applicable to the Little Bock 
properties and which represents the remaining portion of 
an excess of recorded amount over the system cost of those 
properties. 

15. Q. What does the amount of $4,307,113.08 classified 
by you in Account 100.5 represent ? 

A. That amount represents the excess of cost, or system 
cost, over the estimated original cost of the acquired prop¬ 
erties. It is a residual amount and cannot be accurately 
classified by acquisitions because of the dispositions and re¬ 
classifications since January, 1937. 

3391 16. Q. In connection with the $1,903,126.96 appli¬ 

cable to the Little Rock properties, did Arkansas 
Power & Light Company determine the system cost of those 
properties ? 

A. Mr. Charles T. Goll has stated in this proceeding tjhat 
he determined the system cost of the Little Bock properties 
for Arkansas Power & Light Company to be $11,030,636.79 
as of October 31, 1926. 

17. Q. Has any other system cost determination of the 
Little Rock properties been made by Mr. Goll? 

A. Yes. During this proceeding Mr. Goll determined 
the system cost of the Little Rock properties as of Decem¬ 
ber 31, 1921. The cost so determined was $9,003,824.f9. 

18. Q. Do you agree with Mr. Goll’s determinations of 
system cost? 

A. No. 

19. Q. Why not? 

A. Because they are predicated upon the $4,000,000.00 
consideration passing between Electric Power & Light 
Corporation and National Power & Light Company wjien 
the former acquired the latter’s investment in the Little 
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Rock companies in 1925. In my opinion this was erroneous 
because no additional cost was incurred in that transac¬ 
tion and the system cost predicated thereon is excessive. 

20. Q. Will you explain your reasons with respect to the 
1926 determination by Mr. Goll? 

3392 A. Mr. Goll’s system cost of $11,030,636.79, as of 
October 31,1926, represents a purported cost of secu¬ 
rities in the amount of $3,467,345.05, plus cash advances of 
$4,453,000.00 and assumed liabilities, net, of $3,410,291.74, 
and less discount on bonds issued by Arkansas Central 
Power Company of $300,000.00; those amounts are set forth 
in Exhibit 50. The purported securities cost of $3,467,- 
345.05 is set forth in Item C, in this proceeding, Exhibit 
A, Appendix 1, Schedule 6 thereof, and it consists of the 
previously mentioned $4,000,000.00 consideration paid by 
Electric Power & Light Corporation to National Power & 
Light Company, less adjustments totaling $532,654.95; 
those adjustments include certain items aggregating $354,- 
855.37 carried in Accounts other than investments by Elec¬ 
tric, securities of Inter-City Terminal Railway Company in 
the amount of $160,716.66, and additional charges and 
credits by Electric which reduced the amount by $17,082.92. 

In my opinion this $3,467,345.05 is not cost. I regard 
the transaction between National and Electric as not an 
arms-length transaction, being between two associated 
companies in the Electric Bond & Share Company system 
who were controlled by the latter. This makes it neces¬ 
sary to look through that transaction to the original acquisi¬ 
tion by National Power & Light Company from American 
Cities Company in 1921. In my opinion the $4,000,000.00 
which has been adjusted to $3,467,345.05 was not an 

3393 allocation of the cost incurred by National Power & 
Light Company in acquiring the Little Rock secu¬ 
rities in 1921 and it greatly exceeds any proper allocation 
of National’s cost. 

21. Q. What are your reasons for saying that the $4,- 
000,000 was not an allocation of the cost incurred by Na¬ 
tional? 

A. Because it was a price fixed upon consideration of 
value, arrived at wholly without reference to cost. 
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22. Q. Please explain. 

A. The consideration of $4,000,000.00 was fixed by {wo 
committees, one committee represented National Power & 
Light Company and consisted of two directors of that com¬ 
pany; the other committee represented Electric Power & 
Light Corporation and consisted of two directors of that 
company. Both of these committees reported to Mr. S. 
Z. Mitchell, in one instance as Chairman of the Board of 
National Power & Light Company, and in the other, as 
Chairman of the Board of Electric Power & Light Corpora¬ 
tion. Both reports, contained in Exhibit 52, agreed npoh a 
price of $4,000,000.00. 

The report of the National directors stated that they con¬ 
ferred with various persons informed in detail about the 
matter and examined and considered exhaustive data as to 
earnings, valuation, rate of return, competitive conditions 
and related matters, affecting the Little Rock companies. 

The report of Electric’s directors stated that they 
3394 considered the earnings, capitalization and other per¬ 
tinent matters, and consulted with the officers of 
Electric who were familiar with the physical, operating, 
earning, corporate and other conditions of the Little Rdck 
properties. Not only did the Committees not refer to {he 
cost to National of the Little Rock securities but it is clear 
that they could not have considered that cost because Na¬ 
tional had not at the time made a segregation of cost of its 
investments. National, in 1921, actually acquired a basket 
of securities at a recorded cost of in excess of $22,000,000. 
Those securities not only consisted of the Little Rock se¬ 
curities hut also securities of companies operating in qnd 
around Birmingham, Alabama, Houston, Texas, Knoxville, 
Tennessee, and Memphis, Tennessee, and other sundry Se¬ 
curities. To my knowledge National’s cost of that basket 
of securities was never segregated until years after {he 
transfer of the Little Rock securities to Electric Power & 
Light Corporation. 

23. Q. Was Mr. Goll’s system cost determination as of 
December 31,1921, predicated upon use of the same $4,0Q0,- 
000.00 figure? 

A. Yes, it was. 
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24. Q. How much of that $9,003,824.79 determination was 
predicated upon the use of the $4,000,000.00 figure, as of 
December 31,1921T 

A. Transactions occurring between December 31, 

3395 1921, and the date of transfer of the Little Rock se¬ 
curities to Electric had the effect of increasing Na¬ 
tional’s claimed cost from $3,467,345.05 as of the latter date 
to $4,678,758.45. 

25. Q. As of December 31,1921, what did the Little Rock 
securities, acquired by National, consist of? 

A. Those securities consisted of 6,015 shares of pre¬ 
ferred stock and 16,175 shares of common stock of Little 
Rock Railway & Electric Company and notes of that Com¬ 
pany in the principal amount of $1,035,000.00. 

26. Q. Have you determined the cost to National of those 
same securities? 

A. Yes, sir, I have. 

27. Q. How does that determination compare with Mr. 
Goll’s? 

A. $1,866,669.30 as compared to $4,678,758.45. 

28. Q. Have you also determined the system cost of the 
Little Rock properties as of December 31, 1921 ? 

A. Yes, sir, I have. 

29. Q. How does it compare with Mr. Goll’s? 

A. $6,191,735.64 as compared with $9,003,824.79. 

30. Q. Have you likewise determined the system cost of 
the Little Rock properties as of October 31, 1926? 

A. Yes, sir, I have. 

31. Q. How does it compare with Mr. Goll’s? 

A. $8,276,025.63 as compared with $11,030,636.09. 

32. Q. At what amount was the plant account of 

3396 Arkansas Central Power Company, that is the suc¬ 
cessor to Little Rock Railway & Electric Company, 

carried on its books as of October 31,1926? 

A. $11,841,032.89. 

33. Q. What is the difference between that last amount, 
$11,841,032.89, and your system cost determination of 
$8,276,025.63? 

A. $3,565,007.26. 
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34. Q. That is the amount appearing on Exhibit 218 for 
identification as classifiable in Account 107, is it not! 

A. Yes, sir, it is. 

35. Q. Have you prepared statements showing the details 
of the determinations to which you have just testified ? 

A. Yes, sir, I have. 

36. Q. What do they consist of ? 

A. They consist of Exhibit 217 for identification, whilch 
is a statement showing “Segregation of Investment Ac¬ 
count of National Power and Light Company, as of Ap|il 
1, 1922, to Show Cost of Acquiring Capital Stocks of Litijle 
Rock Railway & Electric Company, Houston Lighting |& 
Power Company, Knoxville Railway & Light Company and 
Birmingham Railway, Light & Power Company, and Cer¬ 
tain Other Securities”, Exhibit 218 for identification, which 
is a statement showing “Determination of System Cost pf 
Little Rock Properties and Excess of Recorded Cost over 
System Cost as of October 31, 1926”, and Exhibit 219 f<j>r 
identification, which is a statement showing “Factors Con¬ 
sidered in Determination of Percentage Factor to be 
3397 Used in Estimating Cost of Little Rock Railway i& 
Electric Company’s Capital Stocks to National 
Power & Light Company as of December 31, 1921.” 

37. Q. Will you please explain Exhibit No. 217 for iden¬ 
tification? 

A. On April 1, 1922, National Power & Light Company 
recorded the acquisition of certain securities in its invest¬ 
ment account at a recorded cost of $22,247,514.27. As jl 
have stated previously those securities had been issued by 
companies operating in and around Birmingham, Alabama, 
Houston, Texas, Knoxville, Tennessee, and Memphis, Ten¬ 
nessee, and Little Rock, Arkansas, and the recorded cogt 
thereof to National is shown in Column A. The securitieLs 
of the Little Rock Railway & Electric Company were ac¬ 
quired principally from a committee representing Ameri¬ 
can Cities Company %% bondholder’s. American Cities 
Company was in bankruptcy and the bondholder’s commit¬ 
tee controlled the Little Rock securities along with securi¬ 
ties of other companies. National Power & Light Com¬ 
pany acquired certain of the securities controlled by thq 
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American Cities bondholder’s committee and the recorded 
cost to National of those securities is shown in Column A. 
That column includes not only the cost of National’s se¬ 
curities issued to the bondholder’s committee but it also 
includes incidental costs pertaining to the acquisition of 
securities controlled by the committee and costs in- 

3398 cidental to the settlement of claims of preferred 
stockholders of American Cities Company. Column 

B reflects National’s cost of securities acquired from the 
American Cities Company bondholder’s committee repre¬ 
sented by capital stocks of the Houston, Birmingham, Knox¬ 
ville and Little Rock companies and after transfer of esti¬ 
mated costs of securities of the Memphis Street Railway 
Company and bonds of Birmingham Tidewater Railway 
Company. After making those two transfers I find that 
National’s cost of 20,000 shares of common stock of 
Houston Lighting & Power Company, 20,500 shares of com¬ 
mon stock of Knoxville Railway & Light Company, 34,954 
shares of common and 27,774 shares of preferred stock of 
Birmingham Railway, Light & Power Company and 16,175 
shares of common and 6,015 shares of preferred stock of 
Little Rock Railway & Electric Company was $4,925,294.73, 
all as set forth in Column B. Column C reflects National’s 
cost of securities in Memphis, Tennessee, companies and 
which would not enter into a determination of cost to Na¬ 
tional of securities in the Little Rock Companies; the cost 
of those securities to National has been determined to be 
$5,268,220.16. Column D reflects certain costs, aggregating 
$130,775.00, which I considered to represent costs appor- 
tionable to Columns B and C. An apportionment has been 
made upon the basis of the market value of National’s se¬ 
curities reflected in Columns B and C. Column E reflects 
National’s cost of specific securities the cost thereof 

3399 aggregating $1,613,979.16. Column F may be ex¬ 
plained by stating that National Power & Light Com¬ 
pany’s acquisition of securities of other companies involved 
the issuance of its income bonds, preferred and common 
stocks. The preferred and common stocks were without 
par value and at the time of their issuance National as¬ 
signed a stated value of $100.00 to the preferred and $75.00 
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to the common; the income bonds were recorded by National 
at their principal amount. The market value of the income 
bonds has been determined to be 75% of their face amount; 
the market value of National’s preferred and common 
stocks, at the time of their issuance, has been determined 
to be $60.00 and $25.00 respectively. The difference in the 
principal amount of the income bonds and stated value of 
preferred and common stocks, and the market value thereof 
amounts to $9,591,027.50 as set forth in Column F. 

Column G includes certain costs which were improperly 
charged to National’s investment account. 

38. Q. Will you please explain Exhibit No. 218 for iden¬ 
tification? 

A. That exhibit sets forth the determination of the 
system cost of the Little Rock properties as of December 
31, 1921, and October 31, 1926. As stated previously Na¬ 
tional’s cost of the common stock of Houston Lighting & 
Power Company and Knoxville Railway & Light Company 
preferred and common stocks of Birmingham Rail- 
3400 way, Light and Power Company and Little Rock 
Railway & Electric Company has been determined to 
be $4,925,294.73. I have also determined that 17% of that 
cost is assignable to the Little Rock securities. That 
amounts to $837,300.10. In addition it has been determined 
that the cost to National of notes of Little Rock Railway 
& Electric Company in the principal amount of $1,035,- 
000.00 was $1,029,369.20. The total of those two items is 
$1,866,669.30. In order to arrive at the system cost of tjhe 
Little Rock properties the net liability situation of Little 
Rock Railway & Electric Company and Central Heating & 
Manufacturing Company, a subsidiary, must also be de¬ 
termined. That determination has been made by Witness 
Goll, Transcript 836-837, and it amounts to $4,325,066.34. 
Accepting that determination gives a total system cost of 
the Little Rock properties as of December 31, 1921, of 
$6,191,735.64. In order to bring the system cost determina¬ 
tion down to October 31, 1926, the net additions in the in¬ 
terim period must be added. They amount to not over 
$2,084,289.99 and the system cost of the Little Rock prop¬ 
erties as of October 31, 1926, is therefore $8,276,025.63. 
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39. Q. How was the percentage rate, 17%, used in com¬ 
puting the cost of the Little Rock securities, determined? 

A. That determination is set forth on Exhibit 219. The 
factors entering into the computation consist of operating 
property of the four involved companies as of De- 
3401 cember 31, 1921, and the net earnings from opera¬ 
tions of the four companies for the years 1921 
through 1923. The operating property ratios indicate that 
the Little Rock property represents 16.018% of the total 
while the net earnings from operations ratios indicate that 
the Little Rock property represents 16.997% of the total 
In view of those facts 17% has been considered as a fair 
factor. 

• •••••• 

4315 Cross-examination. 

By Mr. Barber: 

Q. Mr. Cross, as I understand your Exhibit 216, the effect 
of it is to move $1,700,000 and some odd dollars in amounts 
established in Account 108.15 in the staff’s supplemental 
report, which is an exhibit in this case, and to place such 
amount in Account 107, is that correct? 

A. That is correct, yes. 

4316 Q. And as I understand it, during the interim 
period, between the filing of the supplemental staff 

report—perhaps some of these adjustments go back before 
that, but at least bringing that up to date—some disposi¬ 
tions have been made from what was in Account 108.15 in 
the supplemental staff report, which have the effect of ad¬ 
justing your figure of $1,700,000? 

A. That is correct, yes. 

Q. And that the results of your conferences with the 
staff of the company are not yet determined accurately, so 
that we do not know the exact amount of the adjustment 
which you would now propose ? 

A. As between Account 107 and Account 100.5. 

Q. So that if we discuss this for the present purposes 
you will have to refer merely to X dollars ? 

A. That is correct. 

Q. Since that amount and the other amounts shown in 
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your exhibits, which would be further adjusted as a result 
of your final studies, are yet undetermined? 

A. Well, I think that the only thing that is up for con¬ 
sideration now will affect Exhibit 216 and Exhibit 216 only. 
I don’t think it will have any effect on the other exhibits, if 
I understood your question correctly. 

Q. My first thought was that an adjustment of that 
amount of $1,700,000 as it now appears on Exihibit 

4317 216 would force adjustments of other figures on that 
exhibit? 

A. That is right. 

Q. And your further statement is that it will not affect 
amounts on any other exhibits? 

A. That is right. 

Mr. Wahrenbrock: I wonder if it wouldn’t be a conveni¬ 
ent device to use if we simply referred to the figurje as 
“$1,700,000, subject to adjustment”, and used that phrase¬ 
ology always, so that it will always be plain, regardless of 
the time as of which the record is read, what is meant, 
rather than by some attempt to use an artificial term Such 
as X dollars? 

Mr. Barber: I think that is agreeable. 

By Mr. Barber: 

Q. Now, with reference to your proposed adjustment, or 
the $1,700,000, subject to adjustment, your approach to 
the cost determination which you attempt to show in these 
exhibits has been upon the basis or assumption of Electric 
Power and Light Corporation and National Power and 
Light Company being associated companies, that is (cor¬ 
rect, is it not? 

A. Yes, sir. 

Q. And the basis of your testimony is that the cost figpre, 
whatever it is, to be included by Arkansas Power and Light 
Company in its determination of cost, depends upon the 
cost to National Power and Light Company as the com¬ 
pany you consider to be the first company in ithe 

4318 Electric Bond and Share Company acquiring the 
system? 

A. Yes, sir. 
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Q. Of course we understand that there may be some addi¬ 
tions, retirements, or things of that sort. 

A. Yes, sir. 

Q. But that is your general approach, and that is rested 
upon your understanding that the system of accounts of the 
Federal Power Commission, as interpreted by the Com¬ 
mission, requires you to accept cost to the first company 
in the system? 

A. That is right. 

Q. As cost? 

A. That is right. 

Q. You do not question the fact that Electric Power and 
Light Corporation—for convenience I am going to refer 
to that company as Electric after this, and to the other com¬ 
pany as National—you do not question the fact that Elec¬ 
tric paid National an amount fully equivalent to that which 
the company has claimed as cost in this case, do you? 

A. No. I have a copy of a Journal voucher indicating 
that the securities in the Little Bock situation were sold by 
National to Electric, and that National charged the amount 
of four million dollars in accounts receivable to Electric. 

Q. And you do not question the fact that Electric recorded 
that cost in its books as part of its cost of the ac- 
4319 quisition? 

A. No, I don’t question that fact. No. 

Q. Now, the transaction in question—that is, the one be¬ 
tween Electric and National—is dated April 1,1922, is that 
right ? 

A. No. The one between Electric and National was in 
1925. 

Q. I beg your pardon. That was in 1925. 

A. Yes. 

Q. And the 1922 date is the date of acquisition by Na¬ 
tional of the American Cities basket? 

A. That is the date that National opened up its books 
and recorded the investment in American Cities, along with 
other situations. 

Q. Well, for the purposes of our discussion, we can con¬ 
sider that to be the date of acquisition, can we not? 
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A. April 1, 1922? 

Q. Yes. 

A. Yes. 

Q. And National at that time was a new company, was it 
not t 

A. It was a newly organized company, yes. 

Q. It issued securities for the securities of American 
Cities company, is that right? 

A. Among other things. 

4320 Q. And prior to that time, I believe, it had only the 
organization shares—I think fifteen shares of com¬ 
mon stock outstanding, is that right? 

A. I am not certain as to just what was outstanding prior 
to that time. The major part of the capital stock of Na¬ 
tional was issued as of April 1,1922,1 believe, with the ex¬ 
ception of the fifteen shares probably. 

Q. Well, will you accept that amount of fifteen shares, 
subject to check? 

A. Yes, I would. 

Q. For the time? 

A. Yes. 

4321 Q. The Little Rock situation, which you have re¬ 
ferred to in your testimony, was acquired by Na¬ 
tional in a transaction, which involved the issuance by Ra¬ 
tional of $4,125,000.00 principal amount of income bonds, 
18,750 shares of preferred stock and 26,250 shares of csm- 
mon stock to the Committee for the American Cities Com¬ 
pany’s bondholders. That is correct, is it not? 

A. That was part of the expenses or part of the securities 
issued in connection with that transaction. In other words, 
National acquired additional securities, all of which eventu¬ 
ally wound up in the investment account as of April 1, 
1922. 

Q. Perhaps it would be better for the record, Mr. Criss, 
if you pointed out the other items shown in your Exhibit 
217, which show the securities issued by National in ac¬ 
quiring the interest in the Little Rock property. 

• • • • • • * 
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The Witness: You are speaking solely of securities issued 
by National? 

4322 Mr. Barber: Yes. 

The Witness: And they issued income bonds in 
the principal amount of $4,125,000.00, 18,750 shares of pre¬ 
ferred stock, 26,250 shares of common stock and, in addition 
to that, other securities were issued, of which we have con¬ 
sidered 5,000 shares of common stock issued to I. Newman 
and Son. We considered that as part of the cost of the 
American Cities basket and, in addition to that, certain se¬ 
curities, income bonds and common stock were issued to pre¬ 
ferred stockholders of American Cities Company. 

The exact amount there, in that case, can not be deter¬ 
mined, but there was an arrangement whereby certain of 
those income bonds and common stocks were sold to out¬ 
siders. That amount is offset by the cash received in that 
last transaction. 

By Mr. Barber: 

Q. And through those means, they acquired the Little 
Rock situation and other properties ? 

A. And other securities, yes. 

Q. Your first problem encountered in your attempt to 
determine cost to National arises from the fact that Na¬ 
tional did not acquire all of those securities for cash. That 
is right? 

A. That is right. 

Q. And you have a prescribed method, you might say, 
the method generally prescribed in this Commis- 

4323 sion’s System of Accounts as the measure of cost? 

A. Yes. I used the estimated market value at the 

time. 

Q. Do you have a System of Accounts, with you, Mr. 
Cross? Do you have page 4 before you? 

A. Yes, sir. 

Q. And you relate that to definition number 10, do you 
not? 

A. Yes, a definition of cost. 

Q. Will you read that into the record please ? 

A. “ ‘Cost’ means the amount of money actually paid for 
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property or services or the cash value at the time of the 
transaction of any consideration other than money.” 

Q. Hence the problem before you was to determine the 
cash value at the time of the transaction of the securities 
issued by National? 

A. That is correct. 

Q. The people to whom that went were former owners 
of securities in American Cities, is that not right? 

A. Part of those securities went to former owners of se¬ 
curities in American Cities. 

Q. You say part of it. We can agree that most of it went 
that way, can we not? 

A. I can agree that the first three items on Exhibit 217 
went to holders of American Cities Company's securities, 
but the last item, wherein they issued securities, I 
4324 can not determine how much of that went to the pre¬ 
ferred stockholders of American Cities and to the 
underwriters of that particular issue. 

Q. Have you made a valuation study of the securities 
acquired by National in this transaction of April 1922? 


Q. A market value study as of that time of the properties 
acquired by National. 

A. That was impossible, Mr. Barber, because of the 
fact that in that basket there were all of the common—all 
of the common stock of Houston Power and Light Company 
was owned by American Cities. There would have been no 
market for that. Knoxville Railway and Light Company 
was, likewise, owned 100 per cent by American Cities Coln- 
pany. 

Of the Little Rock Company, 16,175 shares out of 19,117 
shares of common stock were owned by American 
4325 Cities and 6,015 shares of preferred stock out bf 
7,500 of Little Rock were, likewise, owned by Ameri¬ 
can Cities Company. There was a relatively small amount 
of common or preferred of Little Rock outstanding. We 
tried to find quotations for those securities, prior to April 1, 
1922, but we couldn’t find a thing to go on them. The same 
also applies to Birmingham Railway and Electric Company. 



1276 


In that case, American Cities Company owned 34,954 
shares of common ont of 39,000 outstanding and 27,774 of 
preferred as against 35,000 shares outstanding. Likewise, 
there was a very limited market or very limited number 
of shares in that case available, so that we just found it 
utterly impossible to value the securities as you have stated. 

Q. So no such study was made and no study was made 
of the values of the physical properties of the Little Bock 
or other companies at that time. 


4326 The Witness: I made no study of the physical prop¬ 
erties of those companies at that date. 

Q. Is it not true that the proper method of determining 
cost where the consideration given is other than money, 
where the consideration given consists of securities of the 
acquiring company and that company is a new company, is 
to determine the value of what it receives for the securities 
which it issues? 

A. In this case here, the securities were issued for 
other securities which had a market value and I think in that 
case there that it is quite reasonable to interpret the 
value of the new securities on the basis of what the old 
securities were selling for. 

Q. I thought you had told me that you had not been able 
to evaluate the securities acquired by National in April 
1922 because they were not on the market. 

A. In my last answer I had reference to the American 
Cities Company’s 5 and 6 per cent bonds. 

Q. Your approach to this, If I understood you correctly, 
was upon a determination of the market value of the securi¬ 
ties issued by National? 

A. That is correct. 

Q. That is correct. Do you have a market quotation for 
those securities as of the date of issuance, April 1, 
1922? 

4327 A. Securities of National Power and Light Com¬ 
pany? 



1277 


Q. As of that date, April 1, 1922. 

A. No, sir, I do not have a market quotation as of that 
date. The securities were not listed on any stock exchange 
until sometime afterward, in fact June 22, 1922. At that 
time I think they were listed on the New Orleans Stock Ex¬ 
change, although they had been traded in on a when-as-and- 
if-issued basis a short while prior thereto. 

Q. So that if we take that approach, we would have to 
resort to quotation of sales made by others, that is, persbns 
other than the National Company? 

A. I don’t understand your question, Mr. Barber. 

Q. Were other issues issued and sold by National in 
June 1922? 

A. Other securities were issued and sold by National as 
of April 1,1922. 

Q. That is the same date. Did they subsequently issue 
additional securities in June 1922? 

A. No. They were the same securities which had been 
issued on April 1, 1922 and which were listed on the stock 
exchanges as of that date. 

Q. And being traded in by others? That is my pointj. 

A. Oh, those securities were traded in by others on the 
stock exchange, yes. 

Q. Do you agree that in trying to make any ap- 
4328 praisal of such stock market quotations, no set rule 
or formula can be employed and that in weighing and 
sifting the evidence, the fact to be found, if it exists, is the 
cash price at which a seller, willing but not compelled to 
sell, and a buyer, willing but not compelled to buy, both 
having reasonable knowledge of the material circumstances, 
will trade? 

A. I believe the answer is yes. 

Q. And as bearing upon that, for instance, the sale of 
a single share of stock some weeks or months subsequent to 
the date, as of which you are trying to make vour determina¬ 
tion, a sale from Mr. Smith to Mr. Jones, is of questionable 
value, is it not, yet we know no other facts than that? 

A. On that basis, it would be very questionable; a single 
share of stock, yes. 
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Q. Or even if it were a single block of stock, 10 shares? 

A. I don’t know just where you would draw the line. I 
will let that answer stop there. 

Q. One reason for our difficulty in trying to appraise, 
to weigh the indications of a single sale of that kind is 
that we do not know what was in the minds of the buyer 
or seller or what knowledge they had of the worth of the 
properties, their earnings or prospective earnings. Is that 
not right? 

A. That would be true, yes. 

Q. You are acquainted with the expression “thin mar¬ 
ket”, are you not? 

4329 A. Yes, sir. 

Q. And that refers to a situation where, over any 
particular period of time under surveillance, the security 
being examined has but a relatively small amount of shares 
sold on the market? 

• •••••• 


The Witness: Yes. 

Q. As you previously indicated, the proportion of the 
stock being sold is important? 

A. I would consider the portion of the stock being sold 
as important, but even as small a block of stock being sold 
gives some indication of its market value at the time. 

Q. By “small”, do you mean, again, to refer to a block of 
10 shares, say? 

A. Oh, no, no. I would say considerably more shares 
than that. In fact, these prices that I have used are predi¬ 
cated upon the very volume of sales of securities which were 
traded, in effect traded for securities of National. 
4330 Q. You have indicated that you have no figures 
or amounts of sales prior to June 1922. Is that 

right? 

A. I have quotations on the income bonds of American 
Cities Company, which were very actively traded in and 
for which the securities of National were issued. 

Q. You do not mean to stress the definite article in that 


1279 


statement, do you, the “the”! They were part of the in¬ 
terest for which National issued its securities! 

A. That is right. 

Q. Do you have the volume of sales of National’s securi¬ 
ties, by weeks, for the month of June 1922 for any of tlie 
three classes referred to, that is, income bonds, preferred 
stock and common stock! 

A. For June of 1922! 

Q. That is right. 

A. I think that I have them, Mr. Barber; I will be glad 
to get those for you at noon time, during the recess. 

Q. You do not have that data with you! 

A. No, and I am not certain that I have it, but I thiijk 
that I have it. I am not certain. 


4332 Q. At the time of the noon recess, Mr. Cross, you 
were to check with respect to whether you had any 
figures on volume of sales of the securities as a part of 
your figures. 

A. I find that I have no figures as to the volume of 
sales. 

Q. And with reference to each class of security, the 7 per 
cent income bond and the $7 preferred and the common, 
will you make that calculation! 

A. That is right as to the volume of sales, no evalua¬ 
tion. 


Q. Is the valuation a function of accounting, Mr. Cross! 
A. I think that it is. 

Q. In what respect! 

A. It is encountered in many ways by accountants. 

Q. But in making the valuation, he is not employing an 
accounting process, is he! 

4333 A. Not always, no. If I understood your question 
correctly there, it was whether or not accountants en¬ 
counter valuation. 

Q. I think we agree that they do, have to employ valua¬ 
tion figures at times! 

A. That is right. 
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Q. That is what you mean! 

A. That is right. 

Q. Did you make any visits to the office of Electric for 
the purpose of auditing any of their books and records! 

A. No, sir, I did not. 

Q. With respect to system costs! 

A. I did not. 

Q. You made no audit or examination of any of their 
books and records! 

A. No. My examination or studies were based upon the 
Federal Trade examination of National’s accounts. 

Q. Then you made no accounting verification of their 
figures! 

A. Not as far as going to the actual records, themselves, 
no. 

Q. Did you make an audit of the additions to the Wilson 
properties covering a period of time after their acquisition 
by Electric! 

A. We made an examination of Wilson’s additions for the 
entire period. We didn’t segregate that examination 
4334 as between additions prior to acquisition by Staplin 
and those thereafter. 

Q. And in your choice of the word “examination”, as 
preferred by you to the word “audit”, I assume you mean 
to indicate that you did not make a complete audit, did not 
verify all of those figures that an accountant would do in 
making a complete audit! 

A. Not completely, no. 

• •••••• 


4344 Eedirect examination 

By Mr. Wahrenbrock: 

Q. You were asked some questions which went, in part, 
to the basis upon which you determined the cash value of 
the securities isued by National in 1922. Will you 

4345 explain how you arrived at your determination of 
that cash value! 

• •••••• 


The Witness: I nsed a price of $75.00 for each $100.00 
income bond of National, $60.00 for the preferred stock 
and $25.00 for the common stock. In determining thobe 
figures, I had access to the various publications, financial 
publications that would give me stock prices, but I had to, 
first, look to the organization of National Power and Light. 
Actually, that company was organized in December of 1921 
and at that time it entered into an agreement whereby it 
was to acquire the American Cities’ securities. 

It also had other obligations and the exchange privilege 
was mentioned in a contract dated December 31, 1921. 
Among the things that that contract provided for was this: 
That the preferred stockholders acquired certain rights 
to subscribe to the new securities of National. In 
4346 other words, they could acquire one income bond apd 
7 shares of common stock of National for each 20 
shares then owned by them. National was interested in 
getting $2,000,000 cash with which to operate and the con¬ 
tract, also, provided that if enough or a sufficient number bf 
the preferred stockholders did not take advantage of tjie 
exchange plan, that the bankers would underwrite it, so 
that in effect- 

• •••••• 


The Witness: So that in effect they would acquire ohe 
income bond and 7 shares of common stock for $242.50. 
The prices that I used, $75.00 for the income bond and 
$25.00 for the common stock would give you a price bf 
$250.00. In other words, they were acquiring securities 
which I valued at $250.00 for $242.50. 

In addition to that, Electric Bond and Share Company 
and Isadore Newman Company received certain shares 
of common stock for services rendered. Electric Bond and 
Share received 13,000 shares of common stock and they 
took those 13,000 shares up on their books at $20.00 a share, 
which to my mind was a fair indication of the value of that 
stock or the market value, what it would sell for. 

4347 In addition to that, the income bondholders, the 
American Cities bondholders for each $1,000.00 bond, 
they were to receive 55 per cent in income bonds, 25 per cent 
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in preferred stock and 35 per cent in common stock. We in¬ 
vestigated what the income bonds were selling for during 
the period Janury 1, 1922 through June of 1922. During 
that time $711,000.00 of those income bonds were sold for 
$414,524.25. Applying the 55 per cent factor to the $711,- 
000.00 would produce $391,050.00 in income bonds of Na¬ 
tional and the 25 per cent factor to the $711,000.00 would 
give you $177,750 for the preferred stock and, likewise, the 
35 per cent factor to the common would give you $248,850.00 
of common stock. 

In evaluating that out at the respective prices of 75, 60 
and 25 would give you $462,150, whereas those bonds, them¬ 
selves, only cost $414,524.25. In other words, that would 
indicate to me that the prices used were fair. In addition 
to that, the exchange for fractional income bonds of Na¬ 
tional provided that they would be redeemed at 75 per cent 
of their face value. 

Consideration of all of those factors, all of which dated 
prior to the time that the transaction was recorded on Na¬ 
tional’s books, I arrived at the prices shown in Exhibit 216. 

• •••••• 

4349 Q. Does that complete what you have to add at 
that point to your previous answer, Mr. Cross? 

A. Well, in addition to that, on Exhibit 65, which relates 
to proceedings before the Securities and Exchange Commis¬ 
sion, in connection with Birmingham Electric Company, 
which was a company which was- 

Mr. Barber: Just a minute. We object to his trying 
to read into this record from another proceeding. 

Presiding Examiner: The question is one asking him 
for the basis upon which he arrived at certain figures. As 
I understand it, the rule permits a witness to tell how he 
arrived at them. When he gets through it may show that 
his basis is not sufficient to support his answer, but he can 
tell you how he bought it. 

Mr. Young: But we don’t want him to read something 
from another proceeding into this record. 

Mr. Barber: It is hearsay upon his own statement. 

Presiding Examiner: Suppose he reads it. I think he 
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can tell you what was the basis of it. After that, you 

4350 may go to the question of whether his estimate is 
firmly established. 

Go ahead and finish the answer. 

The Witness: Will you read me my answer, which I had 
not completed! 

• •••■*• 

4351 The Witness: —which was acquired in the Ameri¬ 
can Cities transaction, these same prices of $75 for 

the income bonds, and $60 for the preferred stock, and $25 
for the common stock are used. 

• • • • • • • i 

Q. Now, Mr. Cross, that adds up, according to my 

4352 figures, to 115 per cent. Is that what you intended 
and, if so, will you explain! 

A. Yes, that is what I intended. They were to receive 
securities equivalent to 115 per cent of each $1,000 income 
bond. 

Q. I would like to ask you further, Mr. Cross, if you will 
explain what you regard as an appropriate use of a valua¬ 
tion process by an accountant. 

A. An accountant frequently has occasion to evaluajte 
certain items. For example, in connection with, say, the 
income bonds or the common stock which Electric Bond and 
Share received in connection with National’s organization, 
that was taken up on the books at $20 a share, or $260,000. 
Now, in order to determine the federal income tax liability 
of Electric Bond and Share for that year, you would hafe 
to determine the fair market value of that stock at that 
time. 

Likewise, you often have occasion to make an allocation 
of baskets, and in that case the accountant will have to 
refer to market prices in order to make some fair alloca¬ 
tion of the basket in case it is needed. 

Q. Do I understand by your last remark that you 

4353 mean, in referring to a “basket”, a group of se¬ 
curities ! 

A. Yes, that is correct. 
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Q. And yon regard the nse of a valuation as a proper 
basis for the allocation of the cost of the securities? 

A. That is right. 

*•••••• 

4540 Geokge Cboss was recalled as a witness, and having 
previously been duly sworn and examined, testified 

further as follows: 

Further Direct Examination. 

By Mr. Wahrenbrock: 

4541 Q. You are the George Cross who previously testi¬ 
fied in this proceeding? 

A. I am. 

Mr. Wahrenbrock: I show you what I am going to re¬ 
fer to temporarily only, Mr. Examiner, as Revised Exhibit 
216. I don’t wish it identified as such. I just wish to refer 
to it orally. 

By Mr. Wahrenbrock: 

Q. I ask you, Mr. Cross, if you have prepared this Re¬ 
vised Exhibit 216? 

A. Yes, sir, I did. 

Q. Will you state how it compares with the exhibit which 
has previously been identified in this proceeding as Ex¬ 
hibit 216? 

A. On the original Exhibit 216 we classified as of De¬ 
cember 31, 1947, $4,307,113.08 in Account 100.5, Electric 
Plant Acquisition Adjustments, and $1,940,086.96 in Ac¬ 
count 107, Electric Plant Adjustments. 

Q. Now, let me see. Those are the figures which appear 
as totals about two-thirds of the way down the page at the 
bottom of the second and fourth columns of figures? 

A. That is correct. 

Q. Will you continue? 

A. In the revised exhibit we have made an adjustment 
transferring $869,500.83 from Account 107, Electric 

4542 Plant Adjustments, to Account 108.15, Common Util¬ 
ity Plant Acquisition Adjustments. 

That has the further effect of reducing the last item on 
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the exhibit, namely, transfer of remaining excess in Ac¬ 
count 108.15 to Account 100.5, from $3,838,858.99 to $4,7Q8,- 
359.82; and the final result, or rather the classification of 
the excess over original cost as of December 31,1947, on the 
basis of the revised exhibit, is that $5,176,613.91 is in¬ 
cluded in Account 100.5, Electric Plant Acquisition Adjust¬ 
ments, and $1,070,586.13 is included in Account 107, Electric 
Plant Adjustments. 

The total of those two items is $6,247,200.04. 


Q. Now, just to make sure that I understand it, on 

4543 this Revised Exhibit 216, do I understand—an<} I 
call vour attention to the figures which appear Op¬ 
posite the items in the left hand column—that those itertis, 
down to and including “Dispositions agreed to be subject 
to Commission’s Order (1)”—that there is no change in 
any of the figures in any of the columns, is that correct! 

A. That is correct. 

Q. Then do I understand that on the Revised Exhibit 
216 the next item has been added, together with the figures 
which appear opposite to it; and that those figures do qot 
appear in the original Exhibit 216, that item being “Revi¬ 
sion of Dispositions due to additional adjustment of Ar¬ 
kansas Central Power Company’s system cost”? 

A. That is correct. 

Q. That has been added. 

A. Yes. 

Q. Now, do I understand that the next item, “Transfer 
of remaining excess in Account 108.15 to Account 100.5” 
remains unchanged? j 

A. No, sir, that has been changed from $3,838,858.99 to 
$4,708,359.82. 

Q. That being by a black figure in the second column 
under the heading “Account 100.5, Electric Plant Acquisi¬ 
tion Adjustments, and a figure in parentheses in the third 
column under the heading “Account 108.15, Com- 

4544 mon Utility Plant Acquisition Adjustments? 

A. That is correct. 

Q. Then in the next line, “Excess over original cost as qf 
December 31,1947”, do I understand that the present figure, 
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$5,176,613.91, has been substituted for the figure originally 
appearing in the amount of $4,307,113,081 

A. That is correct. 

Q. And the figure in the last column opposite that same 
item, which, in Revised Exhibit 216, is in the amount of 
$1,070,586.13, appears in substitution for the amount of 
$1,940,086.96 in the original Exhibit 216? 

A. That is correct. 

I think also that I failed to point out that the summary 
at the bottom of the page has also been changed by the 
$869,500.83. 

Q. That is to say that the only further changes which 
have been made in the Revised Exhibit 216 consist of the 
additional item near the bottom of the column on the left 
hand side, entitled “Disposition of above adjustment”, 
with the figure in parentheses of $869,500.83, and the re¬ 
sulting reduction in the total which appears at the bottom 
of the right hand column, from $1,940,086.96 to $1,070,- 
586.13? 

A. That is correct. 

Mr. Wahrenbrock: Now, I wish at this time to call at¬ 
tention, Mr. Examiner, to pages 4315 to 4317 of the 
4545 transcript, which is the beginning of Mr. Barber’s 
cross examination of Mr. Cross, in which a reference 
was made to a round figure of $1,700,000, which was to be 
referred to as an amount subject to adjustment. 

By Mr. Wahrenbrock: 

Q. And I ask you, Mr. Cross, whether, as a result of the 
changes which you have incorporated in Revised Exhibit 
216, that round figure of $1,700,000 is changed. 

A. No, sir, that figure did not change. 

Q. What change was made with respect to the amount 
represented by that figure, if any? 

A. It developed that some of that amount which was ac¬ 
tually an additional adjustment had been disposed of dur¬ 
ing the period subsequent to January 1,1937, and that has 
the effect of course of reducing the total amount that we 
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originally had in Account 107; but the figure $1,700,07j.91 
has not changed. 


4548 Mr. Barber: I believe you testified, Mr. Cross, that 
you did not make any examination of the books &nd 

records of National or the other companies with respect 
to whose accounts figures are drawn with relation to your 
preparation of these exhibits, but that you took 

4549 your figures from the Federal Trade Commission 
report, is that right! 

The Witness: The Federal Trade Commission report was 
the basis of my information. 

Mr. Barber: And specifically- 

Mr. Wahrenbrock: I think it will assist, Mr. Examiner, 
if I add to my offer, Exhibit 65. 

Presiding Examiner: All right. 

Mr. Wahrenbrock: Which I now do. 

Presiding Examiner: I will wait on that also until jkr. 
Barber has finished. 

Mr. Barber: By that you mean that those figures were 
the basis for your testimony as it appears on page 4345* in 
lines 12 to the end of that page; and on page 4346; on page 
4347, lines 1 to 22; on page 4348, which is merely read ing 
back, lines 10 to 15; on page 4349, lines 9 to 12, which relate 
to Exhibit 65 for identification in this case; and you got 
your statement which appears there, and in lines 16 to 
20 on page 4350, and lines 2 to 5 on page 4351, from Exhibit 
65, is that right? 

The Witness: Well, I would have to follow those exact 
references through, but I think that I can summarize it by 
saying that Exhibit 65 bore out the prices that I used, hnd 
insofar as those prices are concerned, that information was 
not based upon the Federal Trade Commission. Tliat 

4550 was a study of market transactions, mostly during 
the period January 1, 1922 to June 30, 1922, and on 

the basis of contracts appearing in the Federal Trade Cdm- 
mission report. The Federal Trade Commission report 
was used primarily for the breaking down of the contents 
of National’s opening investment account. 
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Mr. Barber: I am not certain that I followed yon cleaTly, 
Mr. Cross. Can you point out in the record the figures 
which you got in reliance upon Exhibit 65 T 

The Witness: I say on Transcript Page 4351 in effect 
that the same prices of seventy-five dollars for the income 
bonds and sixty dollars for the preferred stock and twenty- 
five dollars for the common stock were prices that were 
shown in Exhibit 65. 

Mr. Barber: And you also took them from the Federal 
Trade Commission report? 

The Witness: Oh, no. No, I didn’t get those prices from 
the Federal Trade Commission report. In addition to that 
they were based upon market transactions. 

Mr. Barber: That you had examined? 

The Witness: That I had examined, yes. 

Mr. Barber: Now, upon that statement of the witness, 
Mr. Examiner, we move to strike lines 23 to 25 on page 
4344; line 1 on page 4345; and the information and state¬ 
ment made beginning at line 21 on page 4345 and extending 
through to the end of that page, was also obtained by 

4551 you from the Federal Trade Commission report, 
was it not? 

The Witness: Line 21 and the following lines that you 
referred to are based upon data contained in the Federal 
Trade Commission. 

Mr. Barber: Report? 

The Witness: Yes, sir. 

Mr. Barber: We also move to strike lines 21 to 25 on 
page 4345; all of page 4346; lines 1 to 22 on page 4347; 
lines 10 to 15 on page 4348; lines 9 to 12 on page 4349; lines 
16 to 20 on page 4350; and lines 11 to 22 on page 4351, 
upon the ground that the witness has not shown himself 
qualified to answer, that he is relying upon mere hearsay, 
and upon matters not introduced in evidence and not ad¬ 
missible in evidence. I think, therefore, the testimony is 
incompetent. 

4552 I am going to overrule the motion to strike and 
admit it. These are matters of record, examined by 

this witness, and he has testified as to where he secured his 
information, and I don’t think it is incompetent. 
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The motion to strike is overruled. 

Mr. Barber: Does the Examiner’s ruling extend to the 
admissibility of the exhibits that are offered! 

Presiding Examiner: I recall having admitted the other 
exhibits, but I am going to admit the exhibits and a dmi t 
Exhibit 65. j 

• •••••• 

3407 Charles W. Smith was called as a witness, and, 
having been first duly sworn, was examined and 

testified as follows: 

i 

Direct examination. 

1 

By Mr. Wahrenbrock: 

3408 1. Q. Will you please state your name and address. 
A. Charles W. Smith. I live in Baltimore Comity, 

Maryland. 

2. Q. What is your position? 

A. I am Chief of the Bureau of Accounts, Finance and 
Rates of the Federal Power Commission. 

3. Q. Please describe your duties in brief. 

A. I supervise a staff of accountants, engineers, sta¬ 
tisticians and others who are engaged in public utility 
regulatory functions. I have charge of rates, accounting, 
finance, statistics, certificates of public convenience and 
necessity and similar matters for the Commission except 
as to phases which are handled by the Bureau of Law. 
The Bureau which I head is divided into five divisions, 
namely, Divisions of Accounts, Finance and Statistics, 
Rates, Gas Certificates and Original Cost. The normal 
staff is close to 300. 

4. Q. Will you state your degrees and professional mem¬ 
berships ? 

A. I have a B.S. degree in finance and business adminis¬ 
tration and a Law degree. I am a certified public account¬ 
ant of North Carolina and Maryland, both by examination, 
the first in 1922 and the second in 1926. I ami a 

3409 member of the Bars of Maryland and of the Supreme 
Court of the United States. I am a member of 

the Maryland Association of Certified Public Accountants, 
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having been president of that organization in 1931, and 
for 15 years have been a member of its Committee on 
Accounting Procedure, or its predecessor Committee, the 
Committee on Technical Subjects. I am a member of 
the American Institute of Accountants, the American Ac¬ 
counting Association, the American Economic Association, 
the American Bar Association, the Committee on Statistics 
and Accounts and the Committee on Depreciation of the 
National Association of Railroad and Utilities Commis¬ 
sioners, and I am also a member of a Committee which is 
being financed by the American Institute of Accountants 
and the Rockefeller Foundation for the study of business 
income. 

5. Q. Have you made any addresses on accounting and 
economic subjects? 

A. Yes. I have made numerous addresses. Some of 
them were to the following organizations: the Delaware Ac¬ 
counting Society, in Wilmington, Delaware; the Lancaster 
and Reading Chapters of the National Association of Cost 
Accountants, in Reading, Pennsylvania; the Public Utilities 
Section of the American Bar Association in Indianapolis; 
Accounting Groups of the American Gas Association and 
the Edison Electric Institute, Chicago, Illinois; the Na¬ 
tional Association of Railroad and Utilities Commissioners 
in Salt Lake City, Utah; the Kanawha Valley Ac- 
3410 counting Association, Charleston, West Virginia; 

Southeastern Power Exchange, Augusta, Georgia; 
the Accounting Section of the American Gas Association, 
White Sulphur Springs, West Virginia. 

6. Q. Please state your experience. 

A. From 1920-1929, after passing a Civil Service Exam¬ 
ination, I was an auditor in the Income Tax Unit of the 
Bureau of Internal Revenue; from 1929-1936, as a result 
of a competitive examination, I became Chief Auditor of 
the Public Service Commission of Maryland; and from 
June 1936 to the present date I have been with the Federal 
Power Commission in substantially my present position. 
I have taught accounting in evening schools in Baltimore, 
about eight years of which were in the evening school of 
business economics of Johns Hopkins University. 
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7. Q. Have you ever testified before! 

A. Yes. I have testified in close to sixty proceedings. 
Eight of the cases in which I was a witness reached the 
Supreme Court of the United States. Those cases were 
C & P Telephone Company of Baltimore, a rate case, 295 
U. S.; American Telephone and Telegraph Company, an 
accounting case, 299 U. S.; Northwestern Electric Company, 
an accounting case, 321 U. S.; Hope Natural Gas Compahy, 
a rate case involving the prudent investment method, 320 
U. S.; Natural Gas Company of America, another rate 
case, 315 U. S. Panhandle Eastern Pipeline Corn- 

3411 pany, a rate case, 324 U. S.; Interstate Natural Gas 
Company, a rate case, 331 U. S.; and New Ycfrk 

Telephone Company, an accounting case, 326 U. S. I have 
testified in other cases which were appealed to lower counts. 
In addition to having testified in numerous cases before 
the Federal Power Commission, I have testified before 
the regulatory commissions of New York, Maryland, Dis¬ 
trict of Columbia, Kentucky, Indiana, Ohio, Illinois, Ar¬ 
kansas, the Federal Communications Commission and the 
Securities and Exchange Commission. 

8. Q. Have you had any special experience in regard to 
original cost matters? If so, please explain. 

A. Yes, I have. When I was with the Public Service 
Commission of Maryland I made original cost determina¬ 
tions and in addition I was among that large group of 
representatives of state public utility regulatory comm s- 
sions which advocated the original cost principle, before 
the Public Utility Act of 1935 was passed and before the 
Federal Power Commission obtained jurisdiction over 
public utilities. Since joining the staff of the Federal 
Power Commission I have had the main supervisory lje- 
sponsibility for the Commission’s original cost work. 

9. Q. Mr. Smith, have you had any special training in 
the field of depreciation? 

A. Yes, I have been dealing with all phases of the depre¬ 
ciation problem for about 28 years. When I was with 

3412 the Bureau of Internal Revenue, beginning in 1920 
I had extensive experience in respect to determining 

depreciation rates, methods of accruing depreciation, etc. 



1292 


In my work since becoming associated with regulation of 
public utilities, I have been constantly engaged in super¬ 
vising depreciation matters such as depreciation methods, 
service life determinations, depreciation expense and ac¬ 
crued depreciation. I was a member of the Committee on 
Depreciation of the National Association of Railroad and 
Utilities Commissioners which issued a comprehensive 
report on depreciation in 1943 and a supplement thereto 
in 1944. I have testified to practically every phase of the 
depreciation problem. 

10. Q. Did you have anything to do with the drafting of 
the Uniform System of Accounts for public utilities and 
licensees which the Commission prescribed in 1936? 

A. Yes. I was retained as a consultant by the Commis¬ 
sion to supervise the drafting of that System of Accounts. 

11. Q. That System of Accounts gives effect to what is 
known as the original cost principle, does it not? 

A. Yes, it does. In effect, the amounts in the plant ac¬ 
counts of the utilities subject to the jurisdiction of the Com¬ 
mission, as of the effective date of the System of Accounts, 
were frozen in Account 100.6, Electric Plant in Process of 
Reclassification, and two years from the effective date, 
January 1, 1937, were given for the utilities to make 
3413 studies of that amount and to reclassify it according 
to original cost, and excesses over original cost. 

12. Q. How many original cost cases have you supervised? 

A. I have had general supervision over 189 investiga¬ 
tions which have been completed by the staff, together 
with 25 investigations which are now in progress. 

13. Q. Then, I gather that this reclassification and original 
cost work relating to public utilities under the Federal 
Power Act is substantially completed. 

A. Yes, that is true. It is estimated that the full job 
will be completed in little more than a year. As a matter 
of fact, Arkansas Power & Light Company is one of the few 
large companies subject to the jurisdiction of this Com¬ 
mission whose accounts have not been adjusted. It is 
the only case in controversy at the present time. 

14. Q. What, in your opinion, was the main purpose of 
the System of Accounts? 
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A. To obtain better and more uniform accounting con¬ 
trol on a national scale with consequent improvement in 
the financial condition of utilities and effectiveness of 
regulation. 

15. Q. Has this been achieved to any extent? 

A. Yes, it has. Substantial uniformity has been obtained 
throughout the electric utility industry. There is no ques¬ 
tion but that electric utilities as a whole today are in a better 
financial condition than at any time in their history. 

3414 In my opinion, the accounting controls inaugurated 
in 1936 by the Federal Power Commission and State 

Commissions have contributed in a major way to tjiis 
result. | 

16. Q. Did you have general supervision of the staff 
investigation of the Arkansas Power & Light Company’s 
original cost study? 

A. Yes. 

17. Q. Will you please explain the first phases of the 
staff investigation of this company’s books and records? 

A. The staff investigation originally started at the re¬ 
quest of the Arkansas Department of Public Utilities. Hr. 
Thomas Fitzhugh was Chairman of that Commission at 
the time. Not only did the Arkansas Department request 
the Federal Power Commission to make a study of the 
accounts of Arkansas Power & Light Company, but more¬ 
over, that department assisted the Federal Power Com¬ 
mission in obtaining an appropriation from the Congress 
for reclassification and original cost work. Because of 
the urging of the Arkansas Department of Public Utilities, 
I reluctantly recommended that the investigation be under¬ 
taken before the company had filed its reclassification 
studies. The Federal Power Commission agreed to ihy 
recommendation and the staff investigation got underway 
in Pine Bluff, Arkansas, in November of 1938, being ope 
of the first original cost studies undertaken. 

18. Q. What progress was made in that investiga¬ 

tion? 

3415 A. I visited the staff on the assignment in Decem¬ 
ber of 1938. I found a deplorable condition. The 

staff had not been able to make any real progress in its 
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investigation. The company had likewise made no real 
progress in making a proper original cost study. The most 
troublesome situation encountered was the failure to locate 
books and records appertaining to the underlying com¬ 
panies which were consolidated or merged in 1926. Those 
books and records were missing and we were not able to 
obtain a satisfactory explanation of their disappearance. 

19. Q. What happened next? 

A. I concluded that the investigation would have to be 
discontinued until the company made further progress in 
its studies. Accordingly, the staff investigation was sus¬ 
pended in January 1939, even though the Chairman of 
the Arkansas Department of Public Utilities urged that 
members of the staff be kept on the job. 

20. Q. When would the investigation normally have been 
undertaken? 

A. Sometime after the filing of the reclassification and 
original cost study by the company. 

21. Q. When did the company file its studies ? 

A. June 1940. 

22. Q. When was the staff investigation resumed? 

A. It was resumed in March of 1941. 

23. Q. Did your staff then have access to the books 
3416 and records pertaining to the underlying companies 
which were merged in 1926? 

A. Only to a few of such books and records. The bulk 
of them were claimed to be missing, but no satisfactory 
explanation was made as to why they were missing. As a 
result, the Commission instituted a formal investigation 
concerning the missing books and records on July 21, 1942, 
Docket No. IT-5794. 

24. Q. Were the main books and records which were 
claimed to be missing ever turned over to the staff? 

A. No, except in a relatively minor extent. 

25. Q. What was the condition of Arkansas Power & 
Light Company’s accounts immediately before and at the 
effective date of the Uniform System of Accounts? 

A. They were in a pretty sorry condition. 

26. Q. Please describe. 

A. The company included in one general ledger account 
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approximately $37,000,000 placed on its books at the time 
of its organization through merger or consolidation in 
1926. That account contained amounts for electric, rail¬ 
way, water, ice and other properties. In addition, the 
account was inflated in substantial measure. It also con¬ 
tained undisclosed amounts of intangibles. 

The retirement reserve of the Company was inadequate, 
being 1.84% of plant at the end of 1926,1.59% in 1927, 

3417 1.79% in 1928, 1.78% in 1929, 1.78% in 1930, 1.61% 
in 1931, 1.09% in 1932, 1.38% in 1933, 2.00% in 1934, 

2.65% in 1935, 3.06% at the close of 1936 the year im¬ 
mediately preceding the effective date of the Federal Power 
Commission’s Uniform System of Accounts. The company 
transferred the amount of $1,665,605 from its capital sur¬ 
plus to its earned surplus and thence to its retirement 
reserve in 1937. Applying this adjustment back to 1926 
would increase the reserve percentages to the followirig: 
6.12% in 1926, 5.48% in 1927, 5.39% in 1928, 5.15% in 1929, 
4.95% in 1930, 4.61% in 1931, 3.72% in 1932, 4.01% iin 
1933, 4.63% in 1934, 5.26% in 1935 and 5.64% in 1936. 
These reserves were low. 

The company maintained one account for both its $7.00 
preferred stock and its common stock. No one could tqll 
from the accounts how much the common capital or hqw 
much the preferred stock capital amounted to. 

27. Q. Has the condition of the accounts improved since 
1936? 

A. Yes. Among other things the company has made sub¬ 
stantial adjustments toward eliminating inflation in its ac¬ 
counts and has been able to refund certain securities ht 
lower fixed charges. Its electric plant in service, so far hs 
can be estimated in the absence of the missing books aifd 
records and subject to the adjustments set forth in the sti]p- 
ulation, Exhibit 1 in this proceeding, is now classified 

3418 on an original cost basis. There is room, how¬ 
ever, for further improvement, considerable atten¬ 
tion to the company’s financial structure being necessary 
before it can take its full position with the first-class electric 
utilities in the United States. 

28. Q. What was the amount as of January 1,1937 sho-«rn 
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as excess over original cost in the supplemental staff report, 
Item D, in this proceeding? 

A. $21,174,256, of which $11,881,199 was in Account 107 
and $9,293,057 in Account 108.15. Adjustments set forth 
in the stipulation previously referred to have the effect 
of increasing the total to $21,355,538.75. 

29. Q. What is the amount of adjustment items disposed 
of between January 1, 1937 and December 31, 1946? 

A. $13,526,950.92. The stipulation refers to the disposi¬ 
tion of other items aggregating $1,581,387.79. 

30. Q. That leaves the balance of $6,247,200.04 excess over 
original cost set forth in the stipulation? 

A. That is correct. 

31. Q. Was the disposition of the amount of $13,526,- 
950.92 properly made in your opinion? 

A. No, in my opinion, certain amounts thereof charged 
to investment in Capital Transportation Company, an af¬ 
filiated company, and certain amounts charged to the de¬ 
preciation reserve, called retirement reserve on the 
3419 company’s books, in respect to the disposition of the 
ice and water properties were in error. 

Mr. Wahrenbrock: Mr. Examiner, it is agreed in the stipu¬ 
lation heretofore admitted in evidence as Exhibit No. 1 that 
the amount of excess over original cost transferred to in¬ 
vestment in Capital Transportation Company by Arkansas 
Power & Light Company will not he in issue in this hearing 
and that jurisdiction in respect thereto may he reserved 
by the Commission. 

32. Q. Mr. Smith, explain the charges which you believe 
were erroneously made to the depreciation reserve ? 

A. In 1942, Arkansas Power & Light Company sold its 
remaining water and ice properties. The hook amount, 
book cost, assigned to these properties was $6,702,418.36. 
The difference between that amount and the net proceeds 
of sale, $3,733,855.32, or $2,968,563.04, was charged in its 
entirety to the depreciation or retirement reserve. That 
was a composite reserve applicable to the plant of all de¬ 
partments of the company. 

The hook amount of ice and water property as of January 
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1, 1937 was in excess of original cost by approximately 
$1,872,917, and in connection with the 1942 sale, $1,7,46,- 
951.79 was included in the $2,968,563 charged to the depre¬ 
ciation or retirement reserve. 

33. Q. Was the amount of the composite reserve which 

was applicable to the ice and water properties re- 

3420 tired adequate to take care of the loss charged to the 
reserve 7 

A. In my opinion it was not. 

34. Q. Why? 

A. While the reserve was a composite reserve, the amojunt 
therein in respect to the ice and water properties was far 
less than the loss on the sale of such properties, which loss 
was charged in total to the reserve. In my opinion, it was 
wrong to charge the entire loss on the sale of those two de¬ 
partments to a composite reserve without any attempt to 
determine the amount in the reserve applicable to the two 
departments. The effect of the entries was to charge the 
electric department with a loss on the sale of the ice and 
water properties. In addition, $1,746,951 of excess over 
original cost was included in the charge to the reserve. 'This 
amount represented both 100.5 and 107 items, in my opinion. 
Such amounts should not have been charged to the reserve 
as the reserve had made no provision therefor. 

35. Q. Did you make a determination of the amount in the 
reserve in respect to the ice and water properties at or about 
the time the properties were disposed of and the loss on the 
sale thereof was charged to the reserve? 

A. Yes, I have made what I believe to be a reasonable 
determination of the amount. 

36. Q. What is that amount? 

A. $601,678. 

3421 37. Q. How was it determined? 

A. The method usually employed in allocating a 
composite reserve balance to departments is to determine 
what is known as the reserve requirement—that is, the 
proper reserve—for each department and then allocate tjhe 
book reserve to the various departments in the proportion 
that the reserve requirement of each department bears to 
the reserve requirement of all departments. In this case 


I 
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we have a depreciation reserve for income tax purposes 
which is broken down by departments. That reserve in total 
amounted to $12,774,626 at the end of 1941, exclusive of a 
special, earmarked reserve of the railway department. This 
special reserve was later transferred to the Capital Trac¬ 
tion Company. The income tax reserve of $12,774,626 may 
be compared with the book reserve as of the same date of 
$6,059,654. 

I stated previously that the depreciation reserve for in¬ 
come tax purposes was segregated by departments. The 
relationship of the amount of the reserve of each depart¬ 
ment to the total reserve at the end of 1941 was as follows: 


Electric, including general 88.439% 

Gas 2.322 

Steam Heat 0.080 

Ice 1.096 

Water 8.063 


Total 100.000% 

3422 Applying the percentages of 1.096 and 8.063, repre¬ 
senting the portions applicable to the ice and water 
departments respectively, to the total book reserve of 
$6,059,654 at the end of 1941, and making allowances for 
provisions to the reserves of those two departments for 
the year 1942, discloses that the book amount of the depre¬ 
ciation reserve applicable to the ice and water departments 


was $601,678 at time of retirement. 

Thus— 

1.096% of $6,059,654 is $66,414 

8.063% of $6,059,654 is 488,590 

Provision for 1942 for ice and water 
departments 46,674 


Total $601,678 


The foregoing method of determining the amount of the 
book reserve which is applicable to given departments is an 
acceptable method of allocating a composite reserve. 
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38. Q. What was the reserve for depreciation for income 
tax purposes of the ice and water properties as of December 
31,1941? 

A. $1,191,990.00. I have previously pointed out the total 
income tax reserve was about two times the total book 
reserve. 

39. Q. What was the book amount of ice and water prop¬ 
erties disposed of in 1942? 

A. $6,702,418.36. 

3423 40. Q. What were the net proceeds from the sales? 

A. $3,733,855.32. 

41. Q. Then the difference between the amount of $6,702,- 
418.36 and $3,733,855.32, or $2,968,563.04, was charged to 
the depreciation or retirement reserve? 

A. That is correct. 

42. Q. What is the figure you have determined to be the 
amount in the reserve applicable to the ice and water 
properties? 

A. $601,678. 

43. Q. And the excessive charge is $2,366,885? 

A. That is true. It is the difference between the amount 
charged to the reserve, namely $2,968,563, and the amount 
in the reserve applicable to the properties disposed Of, 
namely $601,678. 

44. Q. Is it proper, in your opinion, to permit the fore¬ 
going excess charge of $2,366,885 to remain in the deprecia¬ 
tion reserve without adjustment? 

A. No, in my opinion an entry should be required increas¬ 
ing the depreciation reserve by the amount of the excessive 
charge, $2,366,885. 

45. Q. How can this be accomplished? 

A. It can be accomplished by a reduction of common stock 
by the amount in question, the creation of a capital surplus 
by the same amount, and then the transfer of the 

3424 capital surplus to Account 250, Reserve for Depre¬ 
ciation of Electric Plant. 


| 
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46. Q. Before leaving this subject, has the company since 
1942 made up the overcharge to its reserve in connection 
with the sale of ice and water properties ? 

A. No, it has not. 

47. Q. Explain the reasons for your answer 1 

A. I have made several tests to ascertain if the excessive 
charge has been made up since that time. The first test was 
a general, over-all test which we usually make under such 
circumstances for comparative purposes and to give evi¬ 
dence of the need for further studies. This comparison is 
of the relationship of the depreciation reserve to the electric 
plant of the company with the similar relationships of elec¬ 
tric utilities as a whole. This test is not conclusive, of 
course, but is a starting point in informing the judgment. 

The staff of the Federal Power Commission, under my 
general direction, made a comprehensive tabulation of de¬ 
preciation facts in respect to 253 electric utilities from the 
reports of the utilities filed with the Commission for the 
year 1945 pursuant to an order of the Commission. These 
electric utilities were all of the Class A and Class B com¬ 
panies—that is companies generally with revenues in excess 
of $250,000 a year—for which adequate information was 
reported. The results of this study were published 
3425 under the title of “Electric Utility Depreciation 
Practices”. Arkansas Power & Light is a Class A 
company. On the basis of electric plant, the companies 
studied represented about 75% of the total privately-owned 
electric utility plant in the United States. 

The percentage of depreciation reserve to plant for these 
253 utilities was 21.4% at the end of 1945. This may be 
compared with 9.4% for Arkansas Power & Light Company 
as of the same date. 

A further comparison from the same publication shows 
that only eight companies out of 279 for which information 
was available, had reserves as low, percentagewise, as 
Arkansas Power & Light Company at the end of 1945. 
These companies and the respective percentages were: 
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City Light & Traction Company 6.7 % 

Hudson River Power Company 3.9% 

Interstate Light & Power Company (Dela.) 8.0% 

Louisville Transmission Corporation 7.2% 

Philadelphia Electric Power Company 7.1% 

Safe Harbor Water Power Corporation 7.9% 

Susquehanna Power Company 9.3% 

System Properties Incorporated 1.7% 


Hudson River Power Company, Philadelphia Electric 
Power Company, Safe Harbor Water Power Corporation, 
Susquehanna Power Company and System Properties In¬ 
corporated are all wholesale companies owning 
3426 chiefly hydroelectric developments and whose prop¬ 
erties have long service lives. 

Thus Arkansas Power & Light Company’s reserve is just 
about as low as that of any electric utility in the United 
States. 

A further comparison was made by type of electric utility. 
We divided utilities into four classes depending upon the 
source of energy, as follows: 


Fuel companies—those generating 75% or morel of 
their energy requirements in fuel burning stations;! 

Hydro companies—those generating 75% or morq of 
their energy requirements in hydroelectric stations; 

Purchasing companies—those purchasing 75% or 
more of their energy requirements; and 
Combination companies—those which secure ljess 
than 75% of their energy requirements from any of the 
sources enumerated. 


Arkansas Power & Light Company is a combination com¬ 
pany. There were only two such companies out of 75 at the 
end of 1945 with lower reserve percentages than Arkansas 
Power & Light Company. These companies were: 

City Light and Traction Company, and 
Louisville Transmission Corporation. 
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Moreover, Arkansas Power & Light Company’s de- 

3427 predation reserve at the end of 1945 was lower than 
any of the fuel and purchasing companies. It was 

also at the very bottom of the hydroelectric companies. 

I next had studies made of Arkansas Power & Light Com¬ 
pany’s own accounts for the purpose of testing whether or 
not the overcharge to the depreciation reserve had been 
made up in the interim. A reserve study was made by 
applying a 2%% rate, which I deem reasonable for the pur¬ 
pose, to the electric properties, using as the starting point 
the reserve which the company set up in 1926 which was 
under 2% of its total plant, and including also the transfer 
in 1937 to the reserve of the surplus shown upon consolida¬ 
tion or merger in 1926 which brought the reserve up to about 
6.12%. These studies indicated that as of the end of 1946 
the reserve of the electric department was deficient by 
$4,500,000. 

Then another study was made. The 2 1 /k% rate was 
applied only to additions of properties from 1926 down to 
date. This method disclosed a reserve deficiency as of the 
end of 1946 of approximately $5,300,000. 

A further study was made using the latter method but 
employing the rate of 2% and this method disclosed a defi¬ 
ciency at the end of 1946 of $3,000,000. Finally, the book 
reserve was compared with the depreciation reserve for 
income tax purposes. This comparison is not sufficient 
standing alone to support a definite conclusion of the 

3428 amount of the deficiency, but it is of assistance taken 
along with the other studies which I have made. The 

depreciation reserve for income taxes at the end of 1946 for 
the electric department was $14,857,635 which may be com¬ 
pared with the book reserve for the electric department of 
$6,209,766. In arriving at the book reserve for the electric 
department, the total book reserve of $6,495,462 was broken 
down among the electric, gas and steam-heating depart¬ 
ments in the ratios of the income tax reserves for those 
departments. 

In addition I studied the additions to the reserve for the 
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years 1943 to 1946. I am sure that no part of these addi¬ 
tions related to the overcharge in question. 

48. Q. Mr. Smith, did the company maintain a deprecia¬ 
tion reserve or a retirement reserve up to the effective date 
of the Uniform System of Accounts? 

A. From 1926 to January 1,1937, the company kept wjiat 
is known as a retirement reserve. Thereafter, the Uniform 
System of Accounts required depreciation accounting. The 
company, however, did not practice depreciation accounting 
during the early years under the new system of account^. 

49. Q. Explain what is meant by retirement reserve ac¬ 
counting and distinguish that method from depreciation 
accounting. 

A. The best explanation of retirement reserve accounting 
which has come to my attention is the instruction relating 
to retirement expense as contained in the 1922 lini- 
3429 form System of Accounts of the National Associa¬ 
tion of Railroad and Utilities Commissioners. That 
instruction, Account 782, reads as follows: 

“782. Retirement Expense—(Classes B and A).j 
This account shall include such amounts, in addition 
to appropriations from surplus to retirement reserve, 
as the utility may determine to be necessary to provide 
a reserve against which may be charged the original 
cost of all property retired from service plus the cost 
of dismantling, less salvage. The amounts charged to 
this account, or appropriated from surplus, and 
credited to the ‘Retirement Reserve’ shall be in addi¬ 
tion to the necessary costs of keeping the plant and 
equipment in a high state of efficiency through charges 
to the regular maintenance accounts. 

Note:—It is the intent of the classification that} a 
reserve shall be provided, either through retirement 
expense or by appropriations from surplus or both, 
sufficient to cover all retirement losses that may reason¬ 
ably be expected.” 

It should be noted that the retirement reserve was for Ithe 
purpose of taking care of retirements at original cost. It 
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was not contemplated that the entire loss on the sale of 
utility departments, consisting of more than original cost, 
should he charged to the reserve. 

3430 The retirement reserve was not designed to meas¬ 
ure that part of the cost of property which related 

to expired service life, that is to say, the part of the cost, on 
an age and life basis, which related to the past operations. 

Depreciation accounting on the other hand is a procedure 
whereby the cost of property is spread over the useful serv¬ 
ice life thereof. To resort to a rough illustration—when 
1/10 of a service life of a large unit, or a group of units, of 
property has expired, 1/10 of the cost should have been 
charged to depreciation expense and 1/10 of the cost should 
be in the depreciation reserve. The reserve is intended to 
measure the cost of expired service life. 

Retirement reserve accounting was generally practiced 
by electric utilities until January 1, 1937 when the present 
Federal Power Commission’s System of Accounts and the 
almost identical National Association of Railroad and 
Utilities Commissioners’ System of Accounts became effec¬ 
tive. These latter systems definitely require depreciation 
accounting. 

50. Q. Bearing in mind Arkansas Power & Light Com¬ 
pany practiced retirement reserve accounting up to Janu¬ 
ary 1, 1937, and beyond that date, would you still conclude 
that it was improper to charge to the reserve the amount of 
$2,366,8S5 heretofore described representing the loss on 
disposition of ice and water properties over the amount 
accrued in the reserve in respect to the properties? 

3431 A. Yes, I would. In the first place, under retire¬ 
ment reserve accounting it was not contemplated that 

inflation and intangibles would he charged to the reserve, 
but only the original cost of property. I have heretofore 
pointed out that excess of original cost in the amount of 
$1,872,917 was charged to the reserve. Secondly, it was 
not contemplated, in my opinion, that the entire loss on the 
disposition of utility departments should be charged to the 
reserve when the reserve was inadequate. Thirdly, the 
reserve in the case quite obviously did not include amounts 
equal to the entire loss so that the effect of the entries was 
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to charge the electric department with loss on the sale of the 
ice and water departments. Fourthly, at the time of the 
entries, 1942, the Federal Power Commission required 
depreciation accounting and did not permit retirement 
reserve accounting. Under the Federal Power Commis¬ 
sion’s Uniform System of Accounts, when electric plant 
is sold, only the amount in the depreciation reserve in 
respect to the electric plant can be charged to the reserve, 
the balance of the loss, if any, being required to be charged 
to Account 414, Miscellaneous Debits to Surplus. This is 
made clear by Electric Plant Instruction 12F. Quite 
obviously under the System of Accounts a loss on the sale of 
other utility property cannot be charged to the electric 
reserve. Accordingly, in my opinion the company violated 
the provisions of the Federal Power Commissionj’s 
3432 System of Accounts and generally accepted princi¬ 
ples of accounting as well when, in 1942, it charged 
the entire loss on the sale of the ice and water departments 
to the depreciation reserve. I might point out that in 1942 
when the charge was made, the Arkansas Department bf 
Public Utilities did not have a Uniform System of Ac¬ 
counts applicable to the company. I understand, however, 
that the charge to the reserve here under consideration whs 
subsequently approved by the Department. 

51. Q. Are you familiar with the amounts of $112,371.76, 
$612,000, and $557,060.43 set forth in the stipulation, Ex¬ 
hibit 1 in this proceeding, representing amounts in excess 
of original cost ? 

A. I am. 

52. Q. What in your opinion should be the disposition of 
those items? 

A. The amounts of $112,371.76 and $612,000 are amounts 
in excess of original cost of projects licensed by the Federal 
Power Commission. The Commission has made a deter¬ 
mination of the cost of those projects. The amounts in 
question are in excess of the cost determined by the Com¬ 
mission. Accordingly, the amounts should be removed from 
the plant accounts immediately by charges to earned or 
capital surplus. 

The amount of $557,060.43 is the remaining amount of 
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profit on fees paid to Electric Bond and Share Company 
and Phoenix Utility Company, affiliates of Arkansas 

3433 Power & Light Company. In accordance with well- 
established precedent, the amount in question should 

be charged to earned or capital surplus. 

53. Q. After the foregoing three items have been dis¬ 
posed of what is the remaining amount of excess over origi¬ 
nal cost? 

A. $6,247,200.04 as is set forth in the stipulation. 

54. Q. What, in your opinion, is the proper classification 
of that amount according to the Federal Power Commis¬ 
sion’s Uniform System of Accounts? 

A. In my opinion, $1,940,086.96 is classifiable in Account 
107 and $4,307,113.08 in Account 100.5. 

55. Q. As to the amount which is properly classifiable in 
Account 100.5, do you have an opinion as to the nature 
thereof? 

A. Yes. 

56. Q. What is it? 

A. In my opinion the amount properly classified in Ac¬ 
count 100.5 is in the nature of a general public utility 
intangible. 

57. Q. Why? 

A. The Company has not offered the staff any evidence 
that the amount is other than an intangible. I have found 
no evidence thus far in this proceeding that the amount is 
an investment in tangible property. I would expect the 
amount to be an intangible because there was competition to 
get the territory. Thus, I heard Mr. Moses testify in 

3434 this proceeding that Electric Bond and Share Com¬ 
pany, Associated Gas and Electric Company and 

Byllesby, three holding company systems, were competitors 
for certain properties which finally entered into Arkansas 
Power & Light Company with the result that the price was 
bid up. I have read Mr. Wilkes’ testimony as to competi¬ 
tion for certain properties. In such situations, emphasis 
in the purchase price, in my opinion, was on the acquisition 
of the territory served. This is so because electric utility 
businesses, unlike competitive businesses, cannot be started 
at will, regardless of the resources of persons desiring to 
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enter the public utility business. A person can engage in 
the utility business only when legal rights to serve a terri¬ 
tory or area have been obtained. Thus franchises are neces¬ 
sary in order to engage in the electric utility business. It 
is not the general practice to grant competing franchises. 
From our examination of books, records and documents in 
this case, the testimony of witnesses in this proceeding, it is 
reasonable to conclude that the excess over original cost 
represents payment for the privilege of engaging in the 
utility business in the particular area with prospects pf 
good profits therefrom. i 

An illustration may make this point clear. The Pine 
Bluff steam generating plant was acquired by Electric 
Power & Light Corporation in June 1925. According [to 
Arkansas Power & Light Company the original cost jof 
the plant in 1926 was $1,083,182. There was no 
3435 change of consequence in the plant between 1925 
and 1926. Now it happens that an appraisal of the 
plant was made in 1925 by an engineer for Electric Power 
and Light Corporation, Mr. M. R. Rice. The appraisal 
figure was $670,407. In other words, not only was apy 
excess cost over original cost assignable to the plant in 
investment in an intangible, but also part of the amouht 
shown as original cost was an intangible according to the 
Rice figures. 

Hence, in the absence of proof to the contrary, I would 
conclude that the 100.5 amounts represent investment in 
such intangibles rather than tangible property. 

Such intangibles, called “integration value” by the Elec¬ 
tric Bond and Share companies, including Arkansas Power 
& Light Company, are in the nature of what industrial and 
commercial enterprises call * ‘ goodwill ’ \ However, utilities 
seldom, if ever, use the term goodwill since the Suprende 
Court in the Wilcox and Omaha cases, 212 U. S. and 218 
U. S-, respectively, held goodwill did not inhere in a 
monopoly. Nevertheless, in my opinion, the general utility 
intangibles I have described are the same as goodwill hs 
that term is used in business and financial circles. 

58. Q. In your opinion, in accordance with the provisions 
of the Federal Power Commission’s Uniform System of Atfc- 
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counts, what disposition, if any, should be made by Arkan¬ 
sas Power & Light Company of amounts classifiable 

3436 in Account 100.5 which are associated with in¬ 
tangibles ? 

A. In my opinion, such amounts should be amortized over 
a period of not to exceed 15 years from 1944 by charges to 
Account 537, Miscellaneous Amortization, or Account 271, 
Earned Surplus, with credits to Account 252, Reserve for 
Amortization of Electric Plant Acquisition Adjustments. 

59. Q. Does your recommendation for amortization con¬ 
form to accepted principles of accounting! 

A. Yes. 

60. Q. Please explain the basis for this opinion. 

A. The recommendation is based upon my long ex¬ 
perience as a public utility regulatory accountant, my spe¬ 
cial experience in administering the Uniform System of 
Accounts of the Federal Power Commission, upon state¬ 
ments of recognized accounting authorities, the practice of 
public accountants, the practice of business concerns in gen¬ 
eral, and the practices of regulatory Commissions and 
public utilities in particular. 

61. Q. Is your recommendation in conformity with prac¬ 
tices under the Commission’s Uniform System of Accounts? 

A. Yes, it is. In the last twelve years I have had charge 
of the original cost work of the Federal Power Commission. 
I have had charge of working out plans for the accounting 
for 100.5 amounts in about 150 cases. It has been the gen¬ 
eral practice to devise a plan of amortization of 100.5 
amounts by charges to Account 537 over a period not 

3437 in excess of 15 years, or to dispose of the items 
immediately. 

62. Q. You stated your opinion is consistent with the writ¬ 
ings of authorities in the field of accounting. Please 
identify some of these authorities. 

A. For a great many years, certainly all my professional 
life, I have been studying the question of accounting for 
intangibles. The subject is usually discussed by authors 
of accounting in connection with goodwill. That intangible, 
as I have already pointed out, is similar in the commercial 
and industrial fields to the utility intangibles I have been 
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discussing. In fact, this subject is discussed in connection 
with the commercial and industrial enterprises rather than 
the public utility type, but there is no difference in sub¬ 
stance between them as far as principles of accounting are 
concerned. The works to which I have reference are as 
follows: 

W. A. Paton, Advanced Accounting, 1941. Professor 
Paton says on page 409 under the heading of Amortization 
of Goodwill: 


“Some support for the treatment of goodwill as a 
permanent asset is found where the maintenance of the 
level of income requires special expenditures for ad¬ 
vertising, experimentation, etc. which are charged di¬ 
rectly to operations, in amounts at least equal to the 
periodic amortization charges implicit in the original 
valuation. However, the fact that it is not considered 
feasible to accumulate as a deferred charge costs 
3438 presumably assignable to future revenues is 
hardly adequate justification for failure to write 
off a cost that is presumably expiring. Each problem 
should be dealt with on the merits, with no resort 1(o 
cancellation or offsetting. 

“Unduly conservative, on the other hand, is the 
attitude of the accountant who holds that the cost pf 
goodwill should invariably be charged off immediately, 
or, if this ‘is not expedient,’ as soon as revenues ai{e 
present in sufficient amount to make the write-off pos¬ 
sible without ‘going into the red.’ It is true that re¬ 
ported intangibles have often been nothing more thah 
offsets to nominal security values, and it is accord¬ 
ingly easy to understand why they are in bad odor iii 
financial circles. This condition, however, is not a 
valid excuse for general condemnation or arbitrary 
disposition. If the goodwill is actually purchased in a 
legitimate transaction, and the reported amount is 
based on a payment in cash or equivalent, there is noth¬ 
ing peculiarly questionable about the item and no rea¬ 
son for its exclusion from the respectable family oi 
assets. Postponing amortization until revenues ap¬ 
pear, moreover, is not always a conservative policy!; 
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the investment in goodwill represents a reasonable and 
proper commitment of funds, but if the expected earn¬ 
ings fail to materialize the amount so invested is 
thereby demonstrated to he a loss.” 

3439 ‘ ‘ The compound-interest method of amortizing 
the cost of goodwill harmonizes with the process 

of valuation discussed in the following chapter. 
Straight-line write-off, however, is not seriously objec¬ 
tionable, particularly in view of the fact that the actual 
price at which goodwill is transferred is not likely to 
correspond exactly to any of the estimates used as a 
basis for negotiations. 

“Either the direct or indirect method of booking 
amortization is proper, but the usual procedure is to 
credit the amount accrued directly to the asset account. 
The periodic charge should be treated as a revenue 
deduction except in situations in which interpretation 
as a loss is clearly called for. As a rule the assignment 
of amortization to particular levels or sections of reve¬ 
nues is not expedient, although it may not be unreason¬ 
able to include this factor along with other overheads 
in departmental costs of operation and in inventories 
based on a broad conception of cost of production.” 

The second edition Accountants’ Handbook, edited by 
W. A. Paton, 1943, at page 850 under the heading of Good¬ 
will states: 

‘ ‘ The most reasonable policy, in the case of purchased 
goodwill, is to set up a schedule of amortization in har¬ 
mony with the process of valuation employed in 

3440 setting up the original charge. If, for example, 
an estimated excess earning power has been pur¬ 
chased on the basis of an expected 10-year life and a 
rate of return of 8%, an amortization on the basis of 
a compound-interest schedule, using the rate of 8% 
would seem to be indicated.” 

Modern Accounting by Henry Rand Hatfield, late Pro¬ 
fessor of Accounting, University of California, 1916, page 
117 contains the following statement: 
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“* * • Probably the most satisfactory solution is 
ordinarily to write off Goodwill in proportion to the 
number of years figured in its valuation, for in any 
event it is an uncertain asset, and a depreciation of 
even fixed assets (in which class it is somewhat forced 
to include Goodwill), while it legally need not be majde, 
is justified on the plea of conservatism. And where it 
is clear that the valuation of the Goodwill was erron¬ 
eous, that it is not worth its book value, the best method 
of adjustment is that advocated by Dicksee, to offset 
the decline in its value by a reduction of capital, not by 
a charge against profits.” 

John R. Wildman in Principles of Accounting, 1914, page 
146, makes the following statement: 

“As to the disposition of goodwill authorities differ. 
Most Americans consider it as an asset of diminishing 
value. English authorities are divided in their 
3441 opinions; some of them favor writing it off over 
a period of years; others advocate its contin¬ 
uance at the cost price irrespective of fluctuations in its 
value. It is to be borne in mind that it may appreciate 
in value and the question arises as to whether or tiot 
it should be revalued annually. The tendency in Ihe 
value is to decline and the safest policy to adopt would 
probably be to make provision for a reserve to offset 
the item of goodwill, the annual amount of the provi¬ 
sion depending upon the number of years which tjhe 
most conservative estimate would fix as its life.” 

I might add that Mr. Wildman was a partner in Haskins 
& Sells, and I believe for a number of years he was Director 
of Research for that organization. 

An early authority in the field of accounting in this cortn- 
try was Paul-Joseph Esquerre who in Applied Theory of 
Accounts, published in 1915, at page 249 under Goodwill, 
makes the following statement: 

“The amount at which good-will is stated in a balance 
sheet is never supposed to represent either its maxi¬ 
mum or its minimum value; no one who thought of pur- 
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chasing a business would be in the least influenced by 
the amount at which the good-will was stated in the 
accounts; in short, the amount is absolutely meaning¬ 
less, except as an indication of what the good- 

3442 will may have cost in the first instance. Inas¬ 
much, therefore, as nobody can he deceived by its 

retention, there is no necessity for the amount of good¬ 
will account to be written down. On the other hand, 
the practice is not unusual, where sufficient profits are 
being made. The question is not, however, one upon 
which the auditor is required to express an opinion.” 

George E. Bennett, Professor of Accounting, College of 
Business Administration, Syracuse University, in Advanced 
Accounting, 1922, at page 364, says: 

“Assets like good-will, patents, trademarks, lease¬ 
holds, etc., are of doubtful value and should either be 
eliminated entirely from consideration or be given only 
a mere nominal value.” 

Corporation Procedure by Conyngton, Bennett and Pink¬ 
erton, 1922, at page 1168 contains the following statement: 

“• # * good-will is looked at with suspicion, and 
there has been a tendency in modern business to dis¬ 
pense with good-will altogether, it being written off the 
books gradually. The General Electric Company and 
the Victor Talking Machine Company have each writ¬ 
ten their good-will down, the one to $1 and the other to 
$2, at which amounts it is now being carried on their 
respective books; and many other prominent corpora¬ 
tions have pursued the same policy. The tax laws 
enacted during the period of the Great War 

3443 checked this trend; but now that invested capi¬ 
tal no longer enters into Federal income tax com¬ 
putations, we may see a return to the former practice 
of writing down good-will, even when it has been pur¬ 
chased for cash, by charges against Profit and Loss or 
Surplus. If the good-will is on the books because of an 
excessive over-capitalization, it may well be written 
down as a surplus is acquired.” 
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Under the sponsorship of the American Institute of Ac¬ 
countants, Professor Sanders, Hatfield and Moore in 1938 
issued a publication called A Statement of Accounting Prin¬ 
ciples. This publication was financed by the Haskins & 
Sells Foundation. At page 14 therein it is said: 

“The writing off of such intangible assets as good¬ 
will evokes scarcely any protest, even when it is recog¬ 
nized that substantial goodwill exists. The general 
distrust of goodwill and the knowledge that it has bedn 
widely used to capitalize exaggerated expectations of 
future earnings leave an almost universal feeling that 
the balance sheet looks stronger without it. When 
actual consideration has been paid for goodwill, it 
should appear on the company’s balance sheet long 
enough to create a record of that fact in the history df 
the company as presented in the series of its annual 
reports. After that, nobody seems to regret ijs 
3444 disappearance when accomplished by methocts 
which fully disclose the circumstances.” 

In An Introduction to Corporate Accounting Standards 
by Professors W. A. Paton and A. C. Littleton, published 
by the American Accounting Association in 1940, under 
Cost of Intangibles the following appears: 

“In the administration of income taxation the posi¬ 
tion has been taken that the cost of goodwill is not as a 
rule subject to amortization. This position is unsound. 
The cost of goodwill included in the purchase price of a 
going concern is essentially the discounted value of tie 
estimated excess earning power—the amount of the net 
income anticipated in excess of income sufficient to 
clothe the tangible resources involved with a normal 
rate or return. Thus purchased goodwill represents ah 
advance recognition of a debit for a portion of income 
that is expected to materialize later. It follows that 
the amount expended for goodwill should be absorbed 
by revenue charges—during the period implicit in the 
computation on which the price paid was based—in 
order that the income not paid for in advance may fee 
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measured. This conclusion is supported by the fact 
that there is ample evidence in available business his¬ 
tories to show that extraordinary earning power can¬ 
not he expected to persist indefinitely. An in- 

3445 vestment in anticipated excess earnings should 
be construed as a temporary investment recover¬ 
able within a period of a few years.” 

E. L. Kohler, formerly Professor of Accounting, North¬ 
western University, in Auditing issued in 1947 says, at page 
123: 

‘ ‘ The gradual extinction of goodwill over a period of 
ten or fifteen years, by provisions for its amortization 
charged against income, can thus be readily accepted 
by the auditor as a desirable and conservative prac¬ 
tice.” 

The LaSalle Extension University in Principles of Ac¬ 
counting, 1919, at page 194 has the following to say in re¬ 
spect to Goodwill: 

“The author submits the following as being a logical 
method of treating goodwill. When goodwill is pur¬ 
chased, it is paid for on the same basis as any other 
asset, namely, its inherent value to the purchaser. The 
purchaser either does or does not get his money’s worth. 
If he does get his money’s worth, it will be indicated 
by substantial profits, since goodwill that does not 
produce profits has no value. If large profits are made 
during the first few years, then the goodwill should be 
amortized during those years. If the expected profits 
do not materialize, it is a sign that the invest- 

3446 ment was an unfortunate one and that the pur¬ 
chaser did not get value received for his money, 

or that he did get value received but that the goodwill 
disappeared because of some fault of his own. In 
either case the goodwill should be charged off not 
against current profits but against the capital in¬ 
vested.” 

M. B. Daniels in Financial Statements published by the 
American Accounting Association in 1939, at page 26 says: 
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“Goodwill should appear as a separate item, except 
in very condensed statements. It is recognized, i >f 
course, that goodwill may represent an amalgam of oiVe 
or more of the related items, but purchased goodwill 
is something distinct in itself and should be so reflected 
in the balance sheet. All assets in this first subdivision 
are subject to amortization, and usually only the up- 
amortized balances are shown in the balance sheet, 
that is, no allowance for amortization is shown. There 
is something to be said for a showing of both cost and 
accrued amortization to date.” 

Taylor and Miller, Professors of Accounting, Ohio State 
University, in Intermediate Accounting, Second Edition, 
(1938) page 178 put the matter this way: 

“Other intangibles, such as trade-marks, have ap 
indefinite life if used continuously. However, it is con¬ 
sidered conservative business and sound account- 
3447 ing to provide amortization of these assets over 
a limited period.” 

Roy B. Kester in Advanced Accounting, Fourth Edition, 
1946, at page 369 says as to goodwill which he likens to going 
value of public utilities that: 

“• * * Accordingly, since the asset does not de¬ 
preciate but only fluctuates in value, and since it ijs 
neither prudent nor consistently possible to take these 
changing values onto the books, the best course for all 
purposes seems to be to retain goodwill in the accounts 
at a nominal amount as evidence of its legitimate 
existence and right to consideration. 

“The above considerations as to the depreciation of 
goodwill apply with almost equal weight to the deprej- 
ciation of trade-marks. 

“In closing this discussion of goodwill, attention 
should be called to the fact that the term ‘going valuer 
is used in the case of public utility companies in much 
the same way as goodwill is used by mercantile and 
manufacturing companies.” 

Now, it is true that there are authors who hold that such 
intangibles as goodwill should not be amortized or written 
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down. Charles B. Couchman epitomizes the views of those 
who oppose the writing down of goodwill with the slogan¬ 
like statement that “If you can write it down you need 

3448 not; if you cannot you should.” This is quoted from 
an article in the July 1937 Journal of Accountancy 

by Gabriel A. E. Prienriech. This is pretty much like the 
old adage that a roof cannot be repaired while it is raining 
and does not need repairing when it is not raining. 

63. Q. Are there accounting authorities who differ? 

A. Yes, there are some. But many of the authors who 
appear to oppose the writing down or the amortization of 
goodwill conceive that it is proper to do so under a rule of 
conservatism. Thus William H. Bell in Auditing, published 
in 1934, says at page 243: 

“As to the amortization of a valuation placed upon 
goodwill, it seems that nothing need be done unless the 
concern is desirous of being very conservative in its 
accounting, in which case the cost may be written off 
over a period of from five to ten years. When this is 
done, because of its unusual nature the amortization 
charge should be set forth as a separate item in the 
income statement below ‘net profit from operations.’ 
As a general rule, if the concern makes a fair income 
return on its capitalization the goodwill value is justi¬ 
fied, and if not, there is usually no income available 
against which to write off the asset. It would be futile 
to create a deficit by amortization of goodwill.” 

In this connection I agree with Gabriel A. E. Prien- 

3449 riech who, writing in the July 1937 issue of the Jour¬ 
nal of Accountancy said that “Most writers who, at 

first sight, seem definitely opposed to amortization, can 
conceive of reasons why goodwill should be written down 
after all.” 

Thus, Accounting Research Bulletin No. 24 of the Ameri¬ 
can Institute of Accountants, December 1944, referred to 
by witnesses for the company, while pointing out that in¬ 
determinate intangibles, designated as type (b), need not 
be amortized, nevertheless states that it is discretionary on 
the part of management to amortize them, page 199, 200: 
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“If a corporation decides to amortize the cost df a 
type (b) intangible, as to which there is no present! in¬ 
dication of limited existence or loss of value, by Sys¬ 
tematic charges in the income statement, such procedure 
is permissible despite the fact that expenditures are 
being made to maintain its value. The plan of amorti¬ 
zation should be reasonable; it should be based on all 
the surrounding circumstances including the basic Ma¬ 
ture of the intangible and the expenditures being Cur¬ 
rently made for development, experimentation, and 
sales promotion. Where the intangibles are important 
income-producing factors and are being currently main¬ 
tained by advertising or otherwise, the period | of 
amortization should be reasonably long. The pro¬ 
cedure should be formally approved, preferably 
3450 by action of the stockholders, and should be frilly 
disclosed in the financial statements. The com¬ 
mittee believes that such amortization should be En¬ 
tirely within the discretion of the corporation and 
should not be regarded as mandatory.” 


64. Q. According to Bulletin 24 of the Accounting Pro¬ 
cedure Committee of the American Institute of Accountants, 
it is permissible, under accepted principles of accounting, 
for management to write off or amortize intangibles. Does 
an accounting procedure which is not in accordance with 
accepted principles of accounting become an accepted prin¬ 
ciple at the election of management? 


A. No. If it is permissible for management to write off 
or amortize intangibles according to accepted principles of 
accounting, then in my opinion, the write-down or amortisa¬ 
tion of intangibles is an accepted principle of accounting 
regardless of who does it. In other words, an accounting 
principle which is valid when applied by A, cannot be said 
to be invalid when applied by B. There is no exclusive right 
to an accounting principle. 

65. Q. If amortization of intangibles by the election of 
management is not opposed to accepted principles of 4c- 
counting, in your opinion would a requirement of a regula¬ 
tory commission, such as the Federal Power Commissibn, 
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that intangibles be amortized be consonant with accepted 
principles of accounting? 

A. Yes, for reasons I have already given and for 

3451 the additional reason that public utilities do not have 
the complete accounting discretion which other busi¬ 
ness institutions enjoy. They cannot follow any system of 
accounts that they may choose to devise, but instead must 
adhere to the system of accounts which is prescribed for 
them. The regulatory commission may prescribe account¬ 
ing for depreciation and in some jurisdictions may prescribe 
depreciation rates, which are matters reserved for discre¬ 
tion of management in other fields of endeavor. In other 
words, when it comes to public utility accounting, commis¬ 
sion regulation is properly substituted in considerable 
measure for managerial discretion. If the management of 
Arkansas Power & Light Company could amortize intan¬ 
gibles under accepted principles of accounting, then ob¬ 
viously the Federal Power Commission could order such 
amortization without violating any principle of accounting. 

66. Q. Do you know what is the general practice of regu¬ 
latory commissions in the United States in respect to the 
amortization or the write-off of intangibles such as you 
have been discussing? 

A. Yes, it is the general practice to obtain amortization 
or an immediate write-off of such items. As far as I can 
learn except for Arkansas Department of Public Utilities, 
all utility regulatory commissions both Federal and State 
in the United States which have jurisdiction over public 
utility accounting and which have dealt with this 

3452 problem have directed, authorized or concurred in the 
amortization or write-off of intangibles. Most public 

utility intangibles are in accounts similar to Account 100.5 
of the Federal Power Commission’s Uniform System of 
Accounts. It has been the general practice of public utility 
regulatory commissions to obtain amortization or immedi¬ 
ate disposition of 100.5 amounts. 

67. Q. You stated earlier in your testimony that it was 
the practice of business institutions to write off or amortize 
intangibles. Please give the basis for this statement. 

A. It is a well-established practice for commercial and 
industrial organizations to dispose of intangible assets. 
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Studies which I have made or directed disclose that from 
1929 to 1946 such corporations charged off many millions 
of dollars of intangibles. The starting point in these studies 
was an article in the Accounting Review of October 1942 by 
Harold G. Avery which showed that a large number of cor¬ 
porations had charged off intangibles from 1929 to 1939. I 
wrote Mr. Avery and asked to borrow his working papers 
in order to get the names of the corporations he had studied. 
Mr. Avery, who was then a lieutenant in the Army, leti me 
have the working papers. 

Lt. Avery’s studies included 346 corporations for the 
years 1929 to 1939. I had reviewed by members of my staff 
the 211 corporations which had intangibles by check- 
3453 ing the figures in financial publications, such as 
Moody’s, which are generally relied upon. We found 
that of the 211 corporations which had intangibles in their 
accounts, 101 wrote down intangibles by the amount of $808,- 
251,000 during the period from 1929 to 1939. The in¬ 
tangibles at the end of 1939 of the companies studied 
amounted to 545 million dollars. Of this amount, 51 com¬ 
panies accounted for 536 million dollars. In the period 
1939 to 1946, 39 of these companies wrote down $211,462,460 
of such intangibles. 

I next directed a study of financial statements filed vdth 
the Securities and Exchange Commission under the Securi¬ 
ties and Exchange Act of 1934. This study covered the 
years 1935 to 1946, inclusive. I found that 44 companies 
disposed of a total of intangibles in the amount of $1,2^5,- 
037,657 in that period. In no case did the accounting firm, 
and there were 18 firms certifying to the various statements, 
take exception to the charge-off. 


3458 69. Q. Were the public accountants who certified 

to the financial statements of the companies you have 
described reputable public accounting firms ? 

A. Yes. They were. i 

70. Q. Did they take exception to any of the charge-offs 
of intangibles? 

A. No. 
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71. Q. You stated previously, did you not, that it is 
the practice of electric utilities to amortize intangible 
assets? 

3459 A. I did. 

72. Q. Please give the basis for this statement. 

A. I know from my every-day experience that electric 
utilities as a general practice write-off or amortize amounts 
in Account 100.5 which is the account that contains the 
largest element of intangibles. In addition, I studied the 
reports for the year 1946 of electric utilities to stockholders. 
Most of the electric utilities which in that year had 100.5 
amounts were amortizing them. I found that without ex¬ 
ception the practice of systematically amortizing amounts 
in excess of original cost, including intangibles, is accepted 
by public accountants as conforming to accepted principles 
of accounting. 

I would like to cite the stockholders reports studied. For 
convenience I have classified the reports to stockholders of 
electric utilities which I studied in groups, according to the 
public accountants who expressed an opinion on the financial 
statements included in the report to stockholders. 

The first group represents electric utilities audited by 
Arthur Andersen & Company, a reputable public accounting 
firm: 

Alabama Power Company in 1946 was amortizing 
$7,948,874.97 classified in Account 100.5 at the rate of 
$585,193.32 per annum. The public accountants took 
no exception to this accounting procedure. The 
3460 accountant’s certificate, which is quite uniform 
for all the electric utilities audited by Arthur 
Andersen & Company, was as follows: 

“We have examined the balance sheet of Alabama 
Power Company (an Alabama corporation) as of De¬ 
cember 31, 1946 and the statements of income and sur¬ 
plus for the year then ended, have reviewed the system 
of internal control and the accounting procedures of 
the Company and, without making a detailed audit of 
the transactions, have examined or tested accounting 
records of the Company and other supporting evidence, 
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by methods and to the extent we deemed appropriate. 
Our examination was made in accordance with gener¬ 
ally accepted auditing standards applicable in the 
circumstances and included all procedures which we 
considered necessary. 

“In our opinion, the accompanying balance sheet 
and related statements of income and surplus present 
fairly the position of Alabama Power Company at De¬ 
cember 31, 1946, and the results of its operations for 
the year ended that date and are in conformity with 
generally accepted accounting principles applied op a 
basis consistent with that of the preceding year.” 

It will be noted that the public accountants stated the 

financial statements were in conformity with gener- 
3461 ally accepted accounting principles. Unless I state 

the contrary, it should be understood that the same 
statement of opinion insofar as amortization of the amounts 
in excess of original cost is concerned was made by Arthur 
Andersen & Company in all the reports cited in this first 
group. 

Central Illinois Light Company was amortizing 
$4,908,851.15 at the end of 1946. 

Central Illinois Public Service Company was amor¬ 
tizing $5,479,391.73 in 1946. 

Florida Power Corporation at the end of 1946 was 
amortizing amounts in excess of original cost aggregat¬ 
ing $853,632.42 by charges to Account 537. A footnote 
to the financial statement reads as follows: 

“Pursuant to an order of the Federal Power Com¬ 
mission, Florida Power Corporation is providing for 
the amortization of electric plant acquisition adjust¬ 
ments at the rate of $75,000 per year by charges to in¬ 
come deductions. However, it is the opinion of tjie 
company, in which its independent accountants concur, 
that such provision should be classified as an operating 
expense.” 

In other words, the company and the accountants 
agree the amortization conforms to accepted principles 
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of accounting but believe the amortization charge 

3462 should be made to operating expenses instead of 
income deductions. 

Kentucky Utilities Company stated in its report that 
intangibles of a cost of $4,919,172.91 will be amortized 
over a period of fifteen years commencing January 1, 
1947. 

Lake Superior District Power Company stated that 
it is to amortize over a period of twelve years beginning 
January 1, 1947, amounts in excess of original cost 
aggregating $954,540.48. Under interest and other 
deductions in the income statement of the company ap¬ 
pears an item “amortization of intangibles, $25,000,” 
for the year 1946. 

Louisville Gas & Electric Company is amortizing 
amounts in excess of original cost over a period to 1958. 
The amortization charge was made to the income de¬ 
duction section of the income statement. 

Michigan Gas & Electric Company showed intangi¬ 
bles in process of amortization of $146,053.93. 

Northern Indiana Public Service Company in its re¬ 
port to stockholders for 1946 stated that its tangible 
property was reported at original cost and intangibles 
at cost. The intangibles were being amortized. 

Ohio Edison Company had some 13M> million 

3463 dollars of cost in excess of original cost in its 
books at the end of 1946 such excess was being 

amortized over a 15-year period from January 1, 1946. 

Public Service Company of Indiana was likewise 
amortizing a substantial amount of intangibles over a 
period ending October 31, 1958. The amortization 
charge was made to surplus. 

Sioux City Gas & Electric Company reported amor¬ 
tizing a small amount of utility plant acquisition adjust¬ 
ments over a period ending December 31, 1954. The 
company started amortizing utility plant acquisition 
adjustments in 1943. That represented a change in the 
practice of the company from the preceding year. 
Arthur Andersen & Company, public accountants, 
stated specifically in their certificate appended to the 


report to stockholders for the year 1943 that they con¬ 
curred in the change. 

South Carolina Power Company reported amortizing 
more than 2 million dollars of excess over original cost 
of electric plant. 

Southern Indiana Gas & Electric Company at the 
end of 1946 reported cost in addition to original dost 
of $1,295,400.76. The amount was being amortized at 
the rate of $86,400 a year. 

Southwestern Gas & Electric Company re- 

3464 ported in its financial report to stockholders for 
1946 that the amount of $1,804,515.11, represent¬ 
ing acquisition adjustments, was to be amortized over 
a period of twelve years from January 1, 1947. 

Wisconsin Power & Light Company segregated the 
excess over original cost, between the amount appli¬ 
cable to tangible property $1,235,096.21 and the amount 
applicable to intangibles $3,649,281.82; both amounts 
were being amortized, the amortization of intangibles 
being charged to a section of the income statement 
entitled “interest and other deductions” in the year 
1945 and to surplus in the year 1946. The statement 
of opinion of Arthur Andersen & Company is the usual 
statement which I have heretofore quoted. 

i 

That completes the Arthur Andersen companies studied ajnd 
which were amortizing 100.5 amounts. The accounting fijrm 
without exception stated that the practice of the companies 
conformed to accepted principles of accounting. 

i 

Interstate Power Company for 1946 reported oyer 
$6,000,000 of cost in excess of original cost which was 
in process of amortization. The amortization charges 
were made to a section of the income statement entitled 
“deductions from gross income”. In other words, the 
charges are not made to operating expenses. The audi¬ 
tors of the company for 1946 were Deloitte, 

3465 Plender, Griffiths & Company, who took excep¬ 
tion only to the adequacy of the depreciation 

reserve, stating that otherwise the financial statements 
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of the company were ’ in conformity with generally 
accepted accounting principles. 

Indianapolis Power and Light Company was also 
audited by Deloitte, Plender, Griffiths & Company in 
1946. That company had acquisition adjustments of 
over $7,000,000 which were in process of amortization. 
The amortization charge was not stated separately hut 
I interpret the statements to indicate that the charge 
was made to operating expenses. Again the auditors 
stated that the financial statements were in conformity 
with generally accepted accounting principles. 

The next group of companies studied were electric utilities 
audited in 1946 by Haskins & Sells, a nationally known firm 
of public accountants. 

Carolina Power & Light Company, in 1946, reported 
that there was on its books $2,210,069.89 in excess of 
original cost, against which a reserve of $904,664.55 was 
provided, the balance being amortized by charges to 
income of over a 15-year period beginning January 1, 
1944. The opinion of the auditors, Haskins & Sells, 
reads as follows: 

“In our opinion, the accompanying balance 
3466 sheet and statement of income and surplus, with 
the notes to financial statements, fairly present 
the financial condition of the Company at December 
31,1946 and the results of its operations for the twelve 
months ended that date, in conformity with generally 
accepted accounting principles and practices applied 
on a basis consistent with that of the preceding year.” 

Central Illinois Electric & Gas Company reported in 
its accounts at the end of 1946 an aggregate of more 
than $6,000,000 of cost in excess of original cost which 
was being amortized, beginning in 1944, in an amount 
equal to 90 percent of the net earnings after dividends 
but not less than $100,000 per annum. The appropria¬ 
tion to the reserve for 1946 amounted to $486,349.87. 
The opinion of Haskins & Sells contained a qualifica¬ 
tion as to reserve for retirement of property, but other- 
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wise stated the financial statements were in conformity 
with generally accepted accounting principles. 

| 

Unless I state otherwise hereafter, Haskins and Sells 
made the affirmative statement that the respective financial 
statements referred to in this group conformed to accepted 
principles of accounting. 

Idaho Power Company disclosed $2,091,576.09 pf 
acquisition adjustments which was being amor- 

3467 tized by charges to income deductions over a 
period of fifteen years from 1943. 

Kansas Gas & Electric Company was amortizing 
$856,859.21 at the end of 1946. 

Louisiana Power & Light Company reported plant 
acquisition adjustments of $3,854,375.17 which the com¬ 
pany was amortizing over a 15-year period commencing 
with 1943. I might add that Louisiana Power & Light 
Company is a sister company of Arkansas Power & 
Light Company. 

Minnesota Power & Light Company reported utility 
plant acquisition adjustment of $9,050,643.77 which 
was being amortized over a 15-year period beginning 
July 1,1945. 

Mississippi Power & Light Company, another sister 
company of Arkansas Power & Light Company, was 
amortizing $3,475,991.44 electric plant acquisition ad¬ 
justments, and $403,686.81 of gas plant acquisitioh 
adjustments over a period of fifteen years from 1944. 
The charges were made to the nonoperating section of 
the income statement. 

Mountain States Power Company was amortizing the 
amount of $377,854.40 over a 10-year period beginning 
January 1,1944 by charges to surplus. 

Oklahoma Gas & Electric Company was amorj- 

3468 tizing more than 3% million dollars of electric 
plant acquisition adjustments by charges tp 

earned surplus. 

The annual report for 1946 of Pacific Power & Light 
Company discloses that that company in 1946 was amor- 
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tizing $2,598,564.14 by charges to incbme over a period 
of 10 years from 1942. 

Pennsylvania Power & Light Company in 1946 re¬ 
ported acquisition adjustments of $22,472,771.55 in 
process of amortization over a 15-year period begin¬ 
ning January 1945. 

San Diego Gas & Electric Company charged income 
deductions with $424,000 toward writing off a portion 
of the intangible fixed capital which was also termed 
plant acquisition adjustments. The amount charged 
off was not according to an amortization scheme but 
was related to the amount of profits available. The 
auditors, Haskins & Sells, took exception to the write¬ 
off solely on the ground that it was based upon the earn¬ 
ings of the company rather than upon systematic 
amortization over a definite period. 

Texas Electric Service Company classified $3,446,- 
718.07 in Account 100.5, Electric Plant Acquisition 
Adjustments, which amount was being amortized over 
a 15-year period beginning May 1, 1945. 

Utah Power & Light Company reported 
3469 $3,482,156.68 of electric plant acquisition adjust¬ 
ments; such adjustments were being amortized 
over a period of twelve years from January 1, 1945. 

The Washington Water Power Corporation, at the 
end of 1946, in its annual report to stockholders stated 
$3,114,749.23 was classified in its electric plant acquisi¬ 
tion adjustment account and that the amount was being 
amortized by charges to income on a 15-year basis. 

The foregoing completes the list of electric utilities audited 
by Haskins and Sells, whose reports to stockholders are 
available in the offices of the Federal Power Commission, 
and which were amortizing or had charged off amounts in 
excess of original cost, including tangibles. As I stated 
previously, the auditors indicated that the financial state¬ 
ments reflecting such amortization or charge-offs were in 
conformity with accepted principles of accounting. 

The next group of annual reports to stockholders studied 
were those whose accounts in the year 1946 were audited by 
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Lybrand, Ross Bros. & Montgomery, another well-known 
public accounting firm. 

I 

Delaware Power & Light Company reported $2,5P3,- 
101 was recorded in plant acquisition adjustments and 
was being amortized over a period of fifteen years 
from November 1942. Amortization charges were 

3470 made to a section of the income statement en¬ 
titled “Income deductions”, that is the nonoper¬ 
ating section of the income statement. Paragraph 2 
of the auditor’s report contained a reference to bhe 
accounting for retirements by the company, and para¬ 
graph 3, the opinion section of the report of Lybrand, 
Ross Bros. & Montgomery, reads as follows: 

“In our opinion, subject to the explanation in (he 
preceding paragraph, the accompanying balance sheets 
and related statements of earnings and surplus present 
fairly the position of Delaware Power & Light Com¬ 
pany at December 31,1946, and the results of its opera¬ 
tions for the year then ended, and the consolidated po¬ 
sition of Delaware Power & Light Company and sub¬ 
sidiary companies at December 31, 1946, and the con¬ 
solidated results of their operations for the year tpen 
ended, in conformity with generally accepted account¬ 
ing principles applied on a basis consistent with tljat 
of the preceding year.” 

Thus, as far as amortization of acquisition adjust¬ 
ment amounts (amounts in excess of original cost) by 
charges to the nonoperating section of the income state¬ 
ment is concerned, Lybrand, Ross Bros. & Montgomery 
indicate that financial statements reflecting this prac¬ 
tice are in conformity with generally accepted 

3471 accounting principles. 

I 

j 

In the reports referred to below of companies audited by 
Lybrand, Ross Bros. & Montgomery, the same statement jof 
opinion by the auditors was given unless I indicate other¬ 
wise. 

j 

Gulf States Utilities Company reported $3,213,415.53 
as plant acquisition adjustments at the end of 19^6 
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which was being amortized over a period ending in 1958. 
The report of the company states that in accordance 
with the order of the Federal Power Commission the 
company records the amortization charges as deduc¬ 
tions from net operating income, but for the purpose of 
report to stockholders, such charges were classified as 
operating expenses. 

Jersey Central Power & Light Company reported at 
the end of 1946 that $8,100,000 of electric plant acquisi¬ 
tion adjustments was being amortized over a 15-year 
period from January 1, 1946 by charges to the non¬ 
operating section of the income statement. 

Narragansett Electric Company reported a balance, 
$8,827,543.74 of electric plant adjustments at the end 
of 1946 which was being written off over a period to 
June 30,1959. 

New Jersey Power & Light Company reported its 
utility plant at original cost and no amounts in 
3472 excess of original cost. The amounts in excess 
of original cost had already been disposed of. 

Pennsylvania Electric Company reported plant acqui¬ 
sition adjustments of $12,427,151 were being disposed 
of over a period of fifteen years from January 1, 1945. 
The amortization charge was made to the operating 
section of the income statement. 

Philadelphia Electric Company reported that it was 
amortizing $11,022,544 of electric and gas plant acqui¬ 
sition adjustments over a 15-year period beginning 
January 1,1946. The amortization charge was made to 
the operating section of the income statement. 

Sierra Pacific Power Company reported that the 
excess over original cost of its electric plant was $1,041,- 
945.19. The company stated that in 1946 it inaugurated 
a program for disposition of this excess by charging 
$211,000 to capital surplus, $380,945.19 to earned sur¬ 
plus, and by amortizing the remaining $450,000 over a 
15-year period at the rate of $30,000 per annum. No 
exception to this accounting procedure was taken in 
the auditor’s certificate. 

Virginia Electric Power Company reported plant 






acquisition adjustments of over $11,000,000 at the end 
of 1946. Provision was being made for the amortisa¬ 
tion thereof by charges to income over a period end¬ 
ing in 1959. 

3473 The foregoing completes the list of companies stud¬ 
ied which were audited by Lybrand, Ross Bros. & 
Montgomery. 

The next group of electric utilities studied were those 
audited by Niles and Niles, another recognized certified 
public accounting firm. The first company in this group 
was Appalachian Electric Power Company. The annual 
report of that company for the year 1946 indicated that the 
company’s electric utility plant of some 162 million dollars 
was stated on the basis of original cost except acquisition 
adjustments amounting to $40,571.90 which was being amor¬ 
tized to income deductions. The opinion of Niles and Niles 
reads as follows: 

! 

“In our opinion, the accompanying balance sheet and 
related statements of income and surplus, together with 
their explanatory notes, present fairly the position of 
Appalachian Electric Power Company at December 31, 
1946, and the results of its operations for the year ended 
on that date, in conformity with generally accepted 
accounting principles applied on a basis consistent with 
that of the preceding year.” 

Atlantic City Electric Company, according to its An¬ 
nual report, had stated its entire electric plant on the 
basis of original cost, there being no excess. The 
accountant’s certificate in this case, as well as those 
which follow in this group, stated the financial state¬ 
ments were in conformity with generally ac- 
3474 cepted principles of accounting. 

Indiana and Michigan Electric Company stated 
its Electric plant was recorded at original cost. There 
was no excess over original cost. 

Kentucky and West Virginia Power Company, Ac¬ 
cording to its annual report for 1946, included in its 
accounts acquisition adjustments amounting to $33$,- 
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435.92, which was being amortized by charges to income 
deductions. 

Kingsport Utilities Incorporated stated its electric 
utility plant was adjusted to original cost. 

Ohio Power Company reported that acquisition ad¬ 
justments of $2,985,731.51 was being amortized over a 
twelve-year period by charges to income deductions. 

Scranton Electric Company reported that its utility 
plant had been adjusted to original cost, there being no 
excess over original cost in its plant in 1946. 

Wheeling Electric Company reported that an acqui¬ 
sition adjustment amounting to $238,835.91 was being 
amortized over a ten-year period by charges to income 
deductions. 

I should add that those companies in this group which were 
on an original cost basis with no excess over original cost 
had disposed of the excess by 1946. 

3475 The next group of annual reports to stockholders 
which I studied were electric utilities audited by 
Price, Waterhouse & Co., another large public accounting 
firm. 

The Detroit Edison Company in 1947 reported elec¬ 
tric plant acquisition adjustments in the amount of 
$6,268,623.09 as intangible utility property. There was 
included in the operating section of the income account 
a charge labelled “Amortization of electric plant ac¬ 
quisition adjustments $426,517.05”. There was no 
other explanation of the amortization, not even the 
usual reference to a regulatory commission order deal¬ 
ing with the matter. The public accountants expressed 
their opinion on the financial statements in the follow¬ 
ing language: 

“In our opinion the accompanying balance sheets and 
related statements of income and earned surplus pre¬ 
sent fairly the position of The Detroit Edison Company 
and of the company and its subsidiaries, consolidated, 
at December 31,1947, and the results of their operations 
for the year ending on that date in conformity with gen- 
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erally accepted accounting principles applied on a basis 
consistent with that of the preceding year.” 

It is interesting to note that in 1938 the Public Service 
Commission of Michigan ordered The Detroit Edison 
3476 Company to amortize $2,499,094.91 of a total acquisi¬ 
tion adjustment of $6,376,273.00, by charges to,Ac¬ 
count 505 over a period not to exceed twenty years beginning 
in January 1939. As to the balance of the amount in Account 
100.5 ($3,877,178.99), the Commission at the time did not 
pass upon the propriety of retention of the amount as go¬ 
ing value, or otherwise, such propriety being reserved for 
future consideration whenever going value became perti¬ 
nent. 

In 1945 the Public Service Commission concluded a rate 
case against the Company. In a computation of a rate Base 
the entire amount, $6,268,623.09, in the acquisition adjust¬ 
ment account (Account 100.5), was included in the rate base 
as intangible electric plant. The amortization charge 
($124,955.00) was not treated as an operating expense in 
the rate proceeding. Notwithstanding the fact that the 
100.5 intangibles were included in the rate base, The Detroit 
Edison Company continued to amortize them, stepping up 
the annual charge to $426,517 in 1947. 

The foregoing report covered the year 1947; the remain¬ 
ing reports are applicable to the year 1946. 

Missouri Power & Light Company reported acquisi¬ 
tion adjustments of $705,168.60 which was in process 
of amortization over a period of fifteen years by charges 
to income. 

Monongahela Power Company reported elec- 
3477 trie and gas acquisition adjustments of $2,706,- 
900.22 which amount was in process of amortisa¬ 
tion over a fifteen-year period from 1945 by charges to 
income. 

The Potomac Edison Company reported electric plant 
acquisition adjustments of $1,138,278.68 against which 
an amortization reserve was being accumulated. 

West Penn Power Company reported acquisition ad- 
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justments of $3,656,161.27 in process of amortization 
in 1946. 

Wisconsin Electric Power Company reported, among 
other things, that it wrote off intangible plant in the 
amount of $1,490,807.51 in 1946. 

Wisconsin Michigan Power Company reported that 
in 1946 it was amortizing utility plant acquisition ad¬ 
justments in the amount of $455,821.96 at the rate of 
$47,000 per annum. 

In all of the cases mentioned in this group the expressed 
opinion of Price, Waterhouse & Co. was that the financial 
statements fairly presented the position of the respective 
company at the end of 1946 and the results of its operations 
for the year 1946 “in conformity with generally accepted 
accounting principles.” 

This completes my description of the general practice of 
electric utilities in amortizing amounts in Account 
3478 100.5, the account in which general public utility in¬ 
tangibles are included. 

73. Q. Mr. Smith, did many of the electric utilities to 
which you have referred state in their annual reports that 
amounts in Account 100.5 were being amortized pursuant 
to an order of a regulatory commission or commissions ? 

A. Yes. Most, but not all, of the statements contained 
a note to the effect that the amount was being amortized 
in accordance with an order of a regulatory commission. 
In some cases the regulatory commission was identified, 
and in others the commission was not identified. Of course, 
for the point illustrated, it makes no difference whether 
or not a commission order requires or sanctions amortiza¬ 
tion. The point I wish to make is that the largest and best 
known public accounting firms in this country have given 
their considered opinion that financial statements reflect¬ 
ing amortization of 100.5 amounts conform to accepted 
principles of accounting. 

74. Q. Is uniformity in accounting of electric utilities sub¬ 
ject to the jurisdiction of the Federal Power Commission 
one of the purposes which the Federal Power Commission’s 
system of accounts is designed to achieve? 
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A. Yes. i 

75. Q. Is it, or is it not important from the viewpoint 
of national uniformity that Arkansas Power & Lijght 

3479 Company dispose of 100.5 amounts through amorti¬ 
zation or a similar process? 

A. It is important that it do so. The reclassification and 
original cost work of the Federal Power Commission in 
respect to public utilities under the Federal Power Act is 
rapidly approaching completion. The job is more than 
90 percent done. It has been the consistent practice to 
work out arrangements whereby amounts in Account 100.5 
are disposed of either through amortization or direct charge- 
offs. If Arkansas Power & Light Company does not amor¬ 
tize the amounts in Account 100.5, there will be a lack 
of uniformity on the part of that company as compared with 
the other electric utilities subject to the jurisdiction of the 
Federal Power Commission. 

76. Q. Are there any other reasons, in addition to those 
which you have given, why the amount properly classifi¬ 
able in Account 100.5 should be amortized? 

A. Yes. Even those writers in the field of accountipg 
who maintain that general intangibles such as goodwill or 
going concern value should not be amortized or disposed 
of, agree that when the particular company does not earn 
more than the normal return, the intangible no longjer 
exists and should be disposed of. 

Now Arkansas Power & Light Company has not only riot 
shown superior earning power, but has actually shown 

3480 inferior earning power. In fact, it has had some 
rough sledding in the past. I have already pointed 

out that in the years 1933 to 1938, inclusive, certain pre¬ 
ferred dividends were in arrears, and that in the years 19JS3 
to 1939, inclusive, common dividends were passed. In ad¬ 
dition, the earnings of the company were low for several 
years. 

A comparison of rates of return on book investment—re¬ 
lationship of operating income to net book value of plant-j— 
of Arkansas Power & Light Company with averages fpr 
the electric utility industry as a whole follows: 
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Arkansas Power & Light Company National Averages 


1933 

4.18% 

5.90% 

1934 

4.22 

5.80 

1935 

4.60 

6.00 

1936 

4.67 

6.26 

1937 

5.22 

6.07 

1938 

5.03 

5.93 

1939 

5.47 

6.28 

1940 

5.34 

6.28 

1941 

6.84 

5.90 

1942 

5.71 

5.74 

1943 

6.82 

5.99 

1944 

9.48 

6.37 

1945 

5.61 

7.03 

1946 

6.19 

6.82 


3481 The rates of return for the industry as a whole for 
the years 1937 to 1946 were taken from routine studies 
made by the staff of the Commission in connection with 
certain statistical publications. The rates of return for 
the years 1933 to 1936 are estimates made from Edison 
Electric Institute, Bureau of the Census and other data. 

It will be noted that for all except three years Arkansas’ 
earnings were below the national average. It will be seen, 
too, that during the years 1933 to 1938, Arkansas Power 
& Light Company had relatively poor earnings. I recognize, 
of course, the difficulties of making precise comparisons, 
but the foregoing data, taken into consideration with the 
fact that full preferred stock dividends were not paid in the 
years 1933 to 1935, inclusive, and the arrearages which 
existed on preferred stock from 1933 to 1938, inclusive, 
together with the fact that common dividends were passed 
in the years 1933 to 1939, inclusive, are indicative of the 
uncertain and tenuous status of its intangibles. Moreover, 
had the company recorded what is normally considered to 
be proper depreciation expense, it is clear that in several 
years when dividends were paid there would have been no 
surplus from which to pay dividends. 

These facts indicate that the intangibles, if they existed 
at all in the 1930’s had a precarious existence. 
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77. Q. If there was a bona fide intangible in the 

3482 books of the company which later became valueless 
and then a new intangible was created should the cost 

of the old be transferred to the new? 

A. No. The two items should not be confused. There 
is no more reason to transfer the cost of one intangible j to 
another than there is to transfer the cost of one tangible 
item to another. It would be particularly bad to resort to 
such a practice in the public utility field. This is so be¬ 
cause to the extent new intangibles are created by expendi¬ 
tures, they are created by operating expenses. To penfiit 
operating expenses to be treated as the cost of intangibles, 
is to be guilty of a double exaction from customers; in 
other words, operating expenses would be treated as bo|tk 
expenses and as capital. This is considered improper by 
regulatory authorities. 

78. Q. Do intangibles enjoy as good a reputation from 
the regulatory and financial viewpoint as physical prop¬ 
erties of public utilities? 

A. No, they do not. In the regulatory field, they are 
subject to thorough scrutiny. Financial analysts frequent^, 
if not usually, eliminate intangibles in computing financial 
ratios. Intangibles, generally speaking, are residuals, the 
amount left over after assigning parts of the purchase price 
to current assets and to physical properties. This process 
of assigning intangibles as a residual item results 

3483 in the assigning of intangibles to common stock. I 
believe that is the situation in respect to the intan¬ 
gibles of Arkansas Power & Light Company, namely, th&t 
most of its intangibles were acquired by the issuance bf 
stock and may reasonably be assumed to be applicable to 
the common stock of the company. It is my opinion tbit 
intangibles do not enjoy the same measure of esteem ac¬ 
corded physical property. 

79. Q. Do intangibles in the public utility field rest on 
a more secure basis, in your opinion, than the intangibles 
of industrial or commercial enterprises? 

A. No, they do not. As I just stated, intangibles in 
the public utility field have been under attack for a long 
time. 
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There is somewhat of an inconsistency in the idea of 
including intangibles in the rate base. Thus properties are 
purchased because of the prospect of making high earnings 
and then the high earnings are justified because of the cap¬ 
ital invested therein. This was well pointed out by Mr. 
William A. Paton, who, in Advanced Accounting, page 436, 
said: 

“The existence of general intangible value based 
upon superior earning power represents a condition in 
the utility field which is not in harmony with the ordi¬ 
nary conception of adequate regulation.” 

There is no assurance that intangibles will con- 

3484 tinue to be earning assets indefinitely in the future 
in the public utility field. Not only must economic 

hazards be encountered in this respect, they have been en¬ 
countered in a serious way by street railways and steam 
railroads, and by certain electric utilities, but also there is 
no assurance that intangibles may continue to be recog¬ 
nized in the rate base indefinitely in the future. This is 
particularly true the farther we get away from the time 
or conditions giving rise to intangibles. 

Thus I heard Mr. Moses testify in this proceeding that 
electric utility development lagged in Arkansas at the time 
Arkansas Power & Light Company’s properties were 
brought under one ownership and the intangibles were pur¬ 
chased. I do not believe it reasonable to count on the cap¬ 
italization of this lag in development as an intangible, in 
perpetuity. The further away we get from 1926 and the 
greater the technological development in the electric utility 
industry, the more questionable and uncertain will the in¬ 
clusion of such outmoded intangibles become. In other 
words, the cost of a candelight economy should not become 
a permanent part of the cost of an electric light economy. 
Competitive forces prevent this sort of thing from occur¬ 
ring in the nonmonopoly fields; regulation must prevent it 
in the utility field. 

When the utility industry in general has amortized or 
otherwise disposed of intangibles, particularly when 

3485 the important electric utilities in the neighboring 
states have disposed of such intangibles, questions 
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will be invited as to why Arkansas Power & Light Company 
still retains them in its accounts. 

In my opinion, it is more important to amortize or other¬ 
wise dispose of intangibles in the public utility field than 
in the industrial or commercial fields. In the latter, the 
inexorable forces of competition bring about the necessary 
adjustments regardless of accounting. In the former, regu¬ 
lation, a substitute for competition, must require amortiza¬ 
tion to protect the public interest. 

It is my belief that in the public utility field tangible 
property, except land, where the salvage value is deemed;to 
be equal to cost, should be subject to depreciation accounting 
and intangibles, such as I have been discussing, should be 
subject to amortization accounting. This is prudent busi¬ 
ness and financial policy, sound regulation and sound ac¬ 
counting as well. 

80. Q. Assume that the investment in intangibles of hn 
electric utility is presently included in the rate base by 
a regulatory Commission having jurisdiction over lodal 
intrastate rates which produce a major portion of the Corn- 
pan}' ’s revenues, would you still maintain that the intajn- 
gible property should be amortized ? 

A. Yes. I have already pointed out the uncertain 
3486 nature of such intangibles. There is no assurance, 
and none can be given, that the intangible will be in¬ 
cluded in the rate base forever. We have already seen gre^t 
changes in rate base determination. In this connection I 
might point out that a commission may value a hydroelec¬ 
tric project at more than original cost for a great mapy 
years but this, by general agreement, does not justify 
ignoring depreciation accounting for the project. The same 
principle should apply to intangibles. 

When I consider the nature of intangibles, the nature 
of the public utility enterprise, the nature of the regula¬ 
tory process, and that the amortization of intangibles is ja 
gradual substitution of tangibles for intangibles, and whejn 
I recall that the practice is generally recognized as a sound, 
conservative financial practice in conformity with accepted 
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principles of accounting, I cannot do otherwise than recom¬ 
mend the amortization of intangibles in such a case. 

81. Q. Why do you recommend amortization over a period 
of fifteen years ? 

A. I believe fifteen years is a reasonable period. 

To a certain extent it is a judgment figure. Some 
authorities, of course, hold that a shorter amortization 
period should be observed. The Federal Power Commis¬ 
sion, which has dealt with many cases of this nature, has 
not sanctioned a period longer than fifteen years in 

3487 any case. Fifteen years has become a sort of maxi¬ 
mum period in practice. The bulk of the items under 

discussion arose in 1926; fifteen years from 1944 will take 
us to 1959, a total of 33 years. This total period, I am 
sure, is reasonable. 

82. Q. Why do you state the amortization should begin 
with 1944? 

A. Because of the long delay which has occurred in 
bringing the company’s reclassification and original cost 
studies to a conclusion, it is my opinion that the amortiza¬ 
tion period should not begin with the present but should be 
dated back a reasonable length of time. It will be recalled 
that the investigation' of the books of Arkansas Power & 
Light Company by the staff of the Commission was one of 
the first original cost investigations to get under way. 
The investigation started in 1938. Because of inadequate 
company studies, missing books and records, and because of 
subsequent court proceedings, this case is still open, whereas 
all the other cases which were started at that time, and 
some years later, have been brought to a conclusion. 

I might mention Mississippi Power & Light Company 
whose original cost study was reviewed by the staff about 
the same time as Arkansas Power & Light Company’s. Mis¬ 
sissippi’s amortization period began in 1944. Louisiana 
Power & Light Company’s reclassification study was re¬ 
viewed by our staff about the time of the investiga- 

3488 tion of Arkansas Power & Light Company, and that 
company’s amortization period began with 1943. 

Had the normal experience been encountered in this case, 
the reclassification study would have been concluded a 
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long time ago and the amortization of 100.5 amounts would 
now have been well under way. I recommend that the 
beginning of the period be dated in 1944 because that is 
when the hearings on the staff report were originally 
scheduled, and I would have recommended a fifteen year 
period then. j 

83. Q. Why do you recommend that amortization charges 
be made to Account 537 or to earned surplus? 

A. One reason for this recommendation results from the 
practice of business institutions in general. In the pasjt, 
it has been the general practice to charge off intangibles to 
earned or capital surplus. Another reason is that therie 
is considerable logic in the position that operating profits 
should be shown before charging thereto the amortization 
of intangibles, which amortization, in a sense, represents 
purchased profits. In other words, better financial dis¬ 
closure is given by including the amortization charge in the 
nonoperating section of the income statement. 

A very important reason for my recommendation is 
because of a recommendation of the Committee on Accounts 
and Statistics of the National Association of Railroad and 
Utilities Commissioners bearing on this matter. The Na¬ 
tional Association of Railroad and Utilities Commis- 
3489 sioners is a national association of public utility 
regulatory agencies. The system of accounts for 
public utilities and licensees adopted by the Federal Powelr 
Commission in 1936 was drafted in collaboration with the 
foregoing Committee and the National Association hafs 
adopted what, for all practical purposes, is an identical 
system of accounts. The Committee on Accounts and 
Statistics includes members from many commission^ 
throughout the United States. 

After discussing the treatment of 100.5 amounts for a 
long time, the Committee recommended, in effect, that ih 
the absence of hearings, in fact, in the absence of joint 
proceedings where a Federal and State Commission were 
involved, dispositions of amounts in Account 100.5 should 
be made to Account 537 or to surplus. The report of the 
Committee may be found at page 291 of the proceedings of 
the Fifty-first Annual Convention (1939) of the Associai- 
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tion. It is stated in the report that it was necessary to sug¬ 
gest a rule which would not adversely affect rate payers or 
embarrass a commission in any proceedings which may 
hereafter arise. I know from membership in the Commit¬ 
tee, through participation in its discussions, that the Com¬ 
mittee did not wish the Federal Power Commission to 
authorize amortization charges to the operating section of 
the income statement, such as Account 505, because it felt 
that such action would embarrass State Commissions in the 
regulation of rates. I have steadfastly adhered to 

3490 the spirit of the recommendation of the foregoing 
Committee. 

I would like to make it clear that my recommendation 
favoring the use of Account 537 or Surplus to lodge the 
amortization charges has no bearing whatsoever on allow¬ 
ances for rate-making purposes. I have never testified nor 
do I testify now that intangibles included in Account 100.5 
should he disallowed in toto from the rate base or that 
amortization charges should he disallowed as operating 
expenses in the fixing of rates. These rate questions are not 
involved in the instant proceeding. 

84. Q. You have testified that in your opinion the amount 
classifiable in Account 107 after certain items in the stipu¬ 
lation, Exhibit 1, have been disposed of is $1,940,086.96. 
What does this amount consist of? 

A. It consists of two items. The first amounts to $36,960. 
This represents an amount in excess of actual cost capital¬ 
ized in respect to the acquisition of the Dumas properties. 

This second item amounts to $1,903,126.96. It represents 
an amount capitalized in Arkansas’ books which is in excess 
of the actual cost of the Arkansas Power & Light system of 
what are known as the Arkansas Central Properties. Mr. 
Cross has explained the details of the calculations resulting 
in this adjustment. This excess amount is, therefore, a 
write-up. 

3491 85. Q. What disposition, in your opinion, should he 
made of the amount classifiable in Account 107? 

A. The amount of $1,940,086.96 being a write-up in excess 
of cost should be charged off immediately to earned or capi¬ 
tal surplus, preferably the latter. 
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86. Q. Can a corporation actually keep two sets of ac¬ 
counts ? I 

A. Yes, physically, mechanically, or clerically, any num¬ 
ber of sets of books of account may be kept. Of course, it 
would be troublesome and expensive to keep two or more 
complete sets of books of account, but it can be done. 

87. Q. If two or more sets of accounts are kept, which 
would you determine to be the “Official Books of Account”!? 

A. The term, “Official Books of Account” is not a term 
of art in the literature of accounting. It does not have ah 
accounting meaning. I would presume that the determi¬ 
nation would depend upon the purposes of keeping the vari¬ 
ous sets of books. Certainly the books kept pursuant to thp 
requirements of the Federal Power Commission would be 
the “Official Books of Account” as far as requirement? 
under the Federal Power Act are concerned. On the other 
hand, books kept pursuant to the requirements of the state 
commission, I would presume, would constitute the official 
books for the purpose of the state law. 

88. Q. What books under such circumstances would the 

officers of the company recognize as the official books 
3492 of the corporation for the purpose of reporting tp 
stockholders? 

A. The answer to that question depends partly on practi¬ 
cal considerations, which I believe I can answer, and 
partly on legal grounds, which I believe I should avoid. In 
other words, I cannot state as an accountant the legal 
responsibilities of corporate officers in such matters, alj 
though I can give a practical accounting answer. 

89. Q. Then state your views as to the practical solution! 
speaking as an accountant. 

A. Where there is a difference in the requirements as to 
record-keeping between two or more agencies, whether they 
be Federal and State, or two State agencies, in my opinion 
prudent management and prudent accounting dictate that 
the rule of conservatism, which is a standard in accounting! 
should prevail. This means that where there is a difference 
which affects the amount of earned surplus, it should be re¬ 
solved by using the lower amount of the earned surplus 
item. 


1342 


Let me give an example. If an insurance company is 
incorporated in Illinois and does business both in Illinois 
and Wisconsin, and if Wisconsin requires higher premium 
reserves than Illinois, then, in my opinion, the insurance 
company in its routine financial statements should, under 
the rule of conservatism, employ the Wisconsin rule because 
that is safer; whereas the other practice would be hazard¬ 
ous. 

To give another illustration: If a Delaware corpo- 

3493 ration is engaged in business in New York and if 
New York requirements are more stringent than 

those of Delaware, in my opinion, the New York require¬ 
ments should prevail in stating earned surplus in the routine 
financial statements. In other words, where a corporation 
does business in two or more states or does business in 
interstate commerce, and where there is a difference with 
respect to the various requirements, prudent management 
and prudent accounting, in my opinion, require adherence 
to the more conservative requirements for the purpose of 
preparing routine financial statements. 

90. Q. Then it is your opinion that if Arkansas Power and 
Light Company should be subject to orders of both the 
Arkansas Department of Public Utilities and the Federal 
Power Commission, in respect to the keeping of accounts, 
its routine financial statements should reflect surplus at the 
amount conforming to the more stringent requirements? 

A. Yes, that is true. That is the way corporations which 
do business in more than one state can meet dual require¬ 
ments. To me it is the common-sense solution of the prob¬ 
lem. 

91. Q. What are memorandum accounts? 

A. Memorandum accounts are of two kinds. The first 
represents those which are kept on memorandum paper, 
etc., and which are not “a part of” the general double-entry 
accounting system of the company. Such accounts 

3494 are not a part of the general ledger. They are not 
controlled by the general bookkeeping scheme. They 

are not used in taking off trial balances, nor do they enter 
into the financial statements. Such accounts, to reiterate, 
are outside the double-entry bookkeeping system. 


1343 


! 
i 

i 

The second type of memorandum accounts relates to 
those which are “included in” the general ledger but which 
are kept for memorandum purposes only and which again 
are not included in the financial statements. In the latter 
case, memorandum accounts go in pairs—there must be a 
debit account and a credit account which exactly offset each 
other; hence, they can be ignored in the preparation pf 
financial statements. To illustrate: a corporation which 
is suing another corporation may desire, for informational 
purposes, to show the facts in its accounts. To accomplish 
this purpose, a memorandum account receivable showing 
the amount of expected recovery may be put on the books, 
offset by exactly the same amount in a contingent or memo¬ 
randum surplus account. The two accounts would exactly 
offset each other and would be ignored for purposes gf 
financial statement presentation. 

92. Q. Would the keeping of memorandum accounts pf 
either category satisfy the requirements of the Uniform 
System of Accounts of the Federal Power Commission? 

A. Absolutely not. The Uniform System of Accounts 
requires the keeping of full-fledged double-entry 
3495 accounts. The keeping of memorandum accounts 
would not satisfy such requirements. 

93. Q. Assume that Arkansas Power & Light Company 
is under the jurisdiction of the Arkansas Department pf 
Public Utilities and of the Federal Power Commission, both 
of which have prescribed substantially the same Uniform 
System of Accounts but which have interpreted certain pro¬ 
visions thereof in a different manner, and assume that botfi 
Commission orders must be complied with—would this 
require the keeping of two complete sets of accounts? 

A. By no means. Ordinarily, it would mean the keeping 
of a few alternative accounts, but not the keeping of two 
sets of accounts. ! 

Certain accounting differences can be resolved with very 
little mechanical difficulty. An illustration is the account¬ 
keeping of West Penn Power Company. That company 
is amortizing a substantial acquisition adjustment amount 
under orders of both the Pennsylvania Public Utilities 
Commission and the Federal Power Commission. The 
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Pennsylvaania Commission order requires the amortization 
charge to be made to Account 505, whereas the order of 
the F. P. C. requires the charges to be made to Account 
537. Two sets of books are not kept to resolve this dif¬ 
ference. Instead there is one account with two names; one 
identifying the account as 505 for the purposes of the 
Pennsylvania Commission and the other as Account 

3496 537 for the purposes of complying with the require¬ 
ments of the two Commissions. The company prob¬ 
ably keeps thousands of accounts and there is no occasion 
whatsoever to duplicate these thousands of accounts for the 
purpose of reconciling the requirements of the two Com¬ 
missions. 

I would like to reiterate that the company does not keep 
two sets of accounts; it has but one set of accounts, with 
one account having two names. 

I might add that that same company for the purposes of 
the Pennsylvania Commission must write down directly 
Account 100.5, whereas the Federal Power Commission 
sanctions the use of reserve accounting. Here again the 
company finds no problem requiring it to keep two sets of 
records. It is interesting to note that in its report to stock¬ 
holders the company follows the Pennsylvania Commis¬ 
sion order in respect to Account 505, and it follows the 
F. P. C. order in respect to reserve accounting. The state¬ 
ments which reflect these procedures are certified to by 
Price, Waterhouse and Company as conforming to accepted 
principles of accounting. 

94. Q. Assume that Arkansas Power & Light Company 
should be required by the Federal Power Commission to 
amortize over a period of years all or a part of the $6,247,- 
200.04 which it claims is classifiable in Account 100.5. As¬ 
sume further that the Arkansas Department of Public 

Utilities does not require such amortization. Would 

3497 this difference require the keeping of two sets of 
accounts f 

A. No, not by any means. 

95. Q. Please explain. 

A. Such a disparity in Commission orders would merely 
require the keeping of accounts like those of West Penn 
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Power Company. Arkansas Power & Light Company 
would charge its surplus account with Federal Power Com¬ 
mission amortization and credit another account whjch 
would have two titles. One of the titles would be 252, 
Reserve for Amortization of Electric Plant Acquisition 
Adjustments which would be kept pursuant to the orders 
and requirements of the F. P. C.; the other title would be 
271(a), Earned Surplus, Arkansas Department of Public 
Utilities. This method of accounting would not cost the 
company one additional dollar a year as far as expense is 
concerned. 

96. Q. Assume, if you will, that the Arkansas Depart¬ 
ment of Public Utilities classified approximately $900,000 
of the acquisition adjustment amount as relating to tangible 
property and required such amount to be charged to de¬ 
preciation reserve as physical properties are retired. Could 
this difference be resolved without the keeping of two com¬ 
plete sets of accounts? 

A. Such a difference could be resolved by having a 
special account entitled 250(a), Reserve for Depreciation, 
Arkansas Department of Public Utilities, and 252(al), 
3498 Reserve for Amortization of Acquisition Adjust¬ 
ments, F. P. C. For purposes of complying with 
the requirements of the Arkansas Department of Public 
Utilities, the account could be treated as a part of the de¬ 
preciation reserve; for purposes of complying with require¬ 
ments of the F. P. C. the amount would he included as a 
debit in Account 252, Reserve for Amortization of Electric 
Plant Acquisition Adjustments. 

97. Q. Assume that the Federal Power Commission would 
require Arkansas Power and Light Company to increase 
its depreciation reserve by the amount of $2,366,885 which 
you state was the overcharge to the reserve in connection 
with the disposition of ice and water properties. Could 
this adjustment be made without requiring the Company tio 
keep two sets of records? 

A. Yes. | 

98. Q. Please explain. 

A. The company could reduce its common stock by the 
amount in question and create a capital surplus in like 
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amount in accordance with the charter provisions which 
are set forth as Exhibit 13 in this proceeding. It could 
then transfer the amount, $2,366,885, to Account 250(b), 
Reserve for Depreciation, F. P. C., Account 270(a), Cap¬ 
ital Surplus, Arkansas Department of Public Utilities. 
For purposes of complying with the requirements of the 
F. P. C., the amount in question could be treated as 

3499 an addition to depreciation reserve where for the 
purpose of complying with the requirements of the 

Arkansas Department of Public Utilities the amount could 
be considered capital surplus. 

99. Q. Have you prepared typical ledger accounts showing 
how the three accounts you just described and which would 
have dual titles, would appear? 

A. I have. 

100. Q. Will you please explain them? 

A. The first illustration. Exhibit 220 for identification, 
is an account entitled 252, Reserve for Amortization of 
Electric Plant Acquisition Adjustments for Federal Power 
Commission purposes, and Account 271(a), Surplus, for 
the purposes of the Arkansas Department of Public Utili¬ 
ties. The amount in the account is assumed to be $800,000. 

The second typical account, Exhibit 221 for identification, 
would reconcile the requirements where the Arkansas 
Department would require part of the acquisition adjust¬ 
ment to be written off when physical properties are re¬ 
tired. It is assumed that $47,000 of such cost was disposed 
of. Accordingly, a ledger page entitled 252(a), Reserve 
for Amortization—Acquisition Adjustments, Federal Power 
Commission, and with the additional title of 250(a), Re¬ 
serve for Depreciation, Department of Public Utilities, 
would reconcile this item. 

The third account shows how different require- 

3500 ments relating to the depreciation reserve on ac¬ 
count of the overcharge to the reserve in respect to 

the disposition of the ice and water properties could be 
reconciled. It will be recalled that the overcharge amounted 
to $2,366,885. That amount could be set up in a ledger ac¬ 
count entitled 250(b), Reserve for Depreciation, for the 
purpose of the Federal Power Commission, and 270(a), 
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Capital Surplus, for the purpose of the Department of 
Public Utilities, as shown by Exhibit 222 for identification. 

101. Q. Have you prepared a pro forma trial balance 
showing how the items in question would appear in the 
trial balance of Arkansas Power & Light Company! 

A. I have. I have taken the balance sheet of the com¬ 
pany as of the end of 1945 and by making certain assump¬ 
tions as to amortization and depreciation reserve, have 
prepared a post closing trial balance, Exhibit 223 for 
identification. The assumptions are shown in the footnotes. 

102. Q. Please explain the pro forma post closing trial 
balance just referred to. 

A. That statement shows how the accounts would look 
under the assumptions referred to at the bottom of the page. 
It shows that three accounts of the trial balance woujd 
have two titles. I would like to point out here that the tri^l 
balances are summary accounts and that they do not reflect 
all of the accounts kept by the company. The coifi- 
3501 pany is keeping thousands of accounts, as a matter 
of fact. 

The three accounts which would have dual titles aite 
shown by asterisks. Such accounts would be essential 
parts of the general ledger. They would be fully controlled 
bv the double-entry system of accounts. They would not 
constitute memorandum accounts. Such accounts with dual 
titles could be classified directly under the alternative titles 
for different purposes. 

The only account which would change and which would 
not have dual titles would be common capital stock. It 
will be recalled the company has agreed to reduce itte 
common capital stock to take care of necessary charge-off.^. 
The common capital stock reduction would be exactly off¬ 
set for purposes of Arkansas Department, under the asl 
sumptions made, by an increase in capital surplus. The 
Arkansas Department could treat the capital surplus a.k 
actual capital just the same as capital stock as far as th<j> 
accounts are concerned. 

103. Q. Then, mechanically, it is possible to comply with 
the requirements of both commissions without keeping two 
sets of accounts? 
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A. Oh, yes. It would be a relatively easy matter to 
do; the additional cost of doing so would be trifling. On 
an incremental basis I do not believe any additional cost 
would be incurred in resolving the differences in the manner 
I have described. 

3502 104. Q. Suppose there were other differences such 

as involving the charging off of 107 items presently 
classified as 100.5. 

A. These could be just as readily resolved by providing 
additional capital surplus and sub-dividing the charge to 
capital surplus for one purpose and a charge to Account 
100.5, Electric Plant Acquisition Adjustments, for another 
purpose. 

105. Q. If records are reconciled in the manner portrayed 
by you, then would it be necessary for corporate officers to 
determine the classification of the accounts with dual titles 
in the preparation of financial statements in reports to 
stockholders? 

A. It would be. 

106. Q. How, in your opinion, should this he done? 

A. I have already answered that question by stating it 
is my personal opinion that corporate officers in presenting 
routine financial statements should follow the more con¬ 
servative requirements. 


3623 Cross-examination. 

By Mr. Lasley: 


3683 Q. I believe you were further to examine Form 1 
Annual Report of the Arkansas Power and Light 
Company for the year 1942, for the purpose of determining 
whether it reflected a disposition of the water and ice prop¬ 
erties, and the charge of some amount to depreciation or 
retirement reserve. Have you done that? 

A. Yes, sir. 

Q. Did that report so reflect the disposition of the water 
and ice properties ? 
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A. The report stated, on page 202-A, that in the year 
1942 the company disposed of its ice and water prpp- 

3684 erties, and that in connection therewith it charged the 
property retirement reserve in the amount of $2,968,- 

563.86—a charge of that amount was made. 

Q. That statement, I believe you said, appears, does] it 
not, in Schedule 201, or is it Schedule 201 or page 202-A ?j 

i 

#•#•*•* 

A. That is correct, sir. j 

Q. Mr. Smith, to your knowledge, has the Federal Power 
Commission, acting under powers of authority conferred 
upon it by Section 302-(a) of the Federal Power Act, pre¬ 
scribed any rules, regulations or forms relating to the ade¬ 
quacy of the depreciation account of public utilities? 

The Witness: Only what is contained in the Uniform Sys¬ 
tem of Accounts. 

Q. Where in the Uniform System of Accounts is there aiiy 
provision relating to the adequacy of the depreciation 

3685 account or any form or regulation with respect to tfie 
adequacy of the depreciation account? 

A. It comes about through requiring proper deprecia¬ 
tion expense. If you take proper depreciation expense, then 
you will not have any inadequacy. From the time the sys¬ 
tem of accounts becomes effective you will not have any defi¬ 
ciency. ! 

Q. Point to that account for me, please, sir. I am not tojo 
familiar with it. j 

A. First of all I refer you to the definition of depreciation 
on page five of the System of Accounts. Do you want me to 
read that, Judge? 

Q. Let’s see. You have reference to Instruction No. 13? 
A. That is Definition No. 13. 

Q. Definition No. 13? 

A. Yes. 

Q. Please read that into the record. 

A. It says: ! 
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“Depreciation as applied to depreciable electric 
plant, means the loss in service value not restored by 
current maintenance, incurred in connection with the 
consumption or prospective retirement of electric 
plants in the course of service from causes which 
3686 are known to be in current operation and against 
which the utility is not protected by insurance. 
Among the causes to be given consideration are wear 
and tear, decay, action of the elements, inadequacy, 
obsolescence, changes in the art, changes in demand, 
and requirement of public authorities.” 

Q. Yes sir. 

A. Now, Judge- 

Q. What were you going to say about that! 

A. I was going to say that is not complete. I have to give 
you other definitions to tie in with that. 

Q. All right. Proceed. 

A. The definition refers to loss in service value, and serv¬ 
ice value is defined in Definition 38. 

Q. WHfiat is that? 

A. It says: 

“Service value means the difference between original 
cost and the net salvage value of electric plant.” 

Then we have a definition of salvage value. 

Q. What is that? 

A. Which is Definition No. 37. 

Q. Well, we may get to that a little later. 

Now, neither of those have any reference to adequacy 
of reserves, does it? 

A. Well, you see- 

3687 Q. Just answer my question. 

The Witness: Oh, yes, it has a great bearing on 
adequacy of reserves. 

• •••••• 

3688 A. General Instruction 10, Depreciation Account¬ 
ing, provides that each utility shall record at the end 

of each month the estimated amount of depreciation ac- 
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crued during that month on depreciable electric plant, and 
it refers to Account 503, Depreciation, and Account 250, 
Reserve for Depreciation. 

Account 503 provides that it shall include the depreciation 
expense applicable to electric plant in Service Account 10(hl 
for the period covered by the income account, except such 
depreciation expense as may be charged to clearing accounts 
whore construction work is in progress. Then the account 
must be subdivided in a certain manner. Then we 

3689 have the text of Account 250, which is Reserve for 
Depreciation of Electric Plant. That is a rather long 

account which provides in substance that the amounts 
charged to depreciation expense and that the clearing ac¬ 
counts and the construction shall be credited to the reserve. 
Now, all of these taken together prescribe depreciation ac¬ 
counting for electric utilities. 

Q. Mr. Smith, I was aware of the system providing for 
depreciation accounting. What I started out to find out 
was wherein it had any reference to the adequacy of tljie 
reserve. 

A. Well, that follows automatically, Judge. If you follojw 
sound depreciation principles, if Arkansas Power and Light- 
Company had followed sound depreciation principles, as 
required by the system of accounts, from the effective dafe 
thereof, January 1,1937, up to the present time, there would 
be no deficiency in respect to that period. There might be a 
deficiency in respect to the prior period, but there would 
be no deficiency in respect to the period from 1937 to the 
end of 1947. 

Q. I notice here you read, I believe it was Instruction 
10, or Definition 10— 

‘ ‘ Each utility shall record at the end of each month 
the estimated amount of depreciation accrued during 
that month.” 

A. Yes. 

3690 Q. Estimated by whom? 

A. Well, it is estimated by the utility in the firdt 
instance, subject to review. Depreciation you know—well, 
while it is a fact it is also an estimate. 
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Q. Review by whom? 

A. The Federal Power Commission. If it ever has the 
staff do the job. The Federal Power Commission so far 
has not had a staff to do that work. 

Q. In the absence of action by the Federal Power Com¬ 
mission, what would yon say if the reserve was credited with 
the amounts fixed by the State commission? 

A. What do you mean? 

Q. Would you undertake to review that? 

A. Yes. I would undertake to review it, if I had authority 
to do so, either as a public accountant or in my present 
position. 

• •••••• 


3691 Q. Aside from what you have called attention to 
in the Uniform System of Accounts, has the Com¬ 
mission fixed, determined, or attempted to fix or determine 
adequate—or any—rates of depreciation for the several or 
any classes of property to be observed by the other public 
utility? 

A. Or any other public utility? 

Q. Whether respondent or other public utility. Well, 
we will just say for the respondent. 

A. It has not for the respondent, and it has not for public 
utilities generally, Judge, but there have possibly been one 
or two exceptions. 

Q. Has the Commission made any requirements of the 
respondent, as contemplated by Section 302-(a) of the Act, 
with respect to a proper or adequate depreciation 

3692 account, except as you referred to a few moments 
ago in pointing to the Uniform System of Accounts? 

A. It has not except as you state in the Uniform System 
of Accounts. 


• •••••• 

3695 Q. Suppose a company under the jurisdiction of 
the Federal Power Commission, such as the respond¬ 
ent, is required under the State commission to make a com¬ 
posite allowance for depreciation and maintenance; that 
after maintenance is deducted from that allowance the 
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remainder is credited to the depreciation reserve. Would 
the maintenance policy have any effect on the amount of tljat 
reserve ? 

A. It would have a drastic effect on the amouijits 

3696 put in that reserve under the present price structure, 
with prices going up, going high. It would mepn 

that depreciation as shown on the books would be reduded 
and maintenance would be increased; but the net profit 
would not change by reason of the practice. 

In other words, actual depreciation would be offset, by 
maintenance, would not be shown in the books. It would ibe 
ignored. It would be a very serious situation. 

Q. Don’t yon know that that is the situation prevailing 
with this company under the Arkansas order? 

A. Yes, sir, I do. 

Q. Then I ask you if the maintenance policy of the 
company under that arrangement would not have effect 
upon their depreciation reserve? 

A. I said under the Federal Power Commission system 
of accounts the answer is no, because in the Federal Power 
Commission system of accounts depreciation and mainten¬ 
ance are different things, and accruing depreciation shell 
not be offset by maintenance. If you do that, eventually 
in a rising price period you will impair your capital. 

Q. I notice in this definition of depreciation you s^y 
depreciation means the loss in service value not restored 
hv current maintenance. 

A. That is right. 

Q. Then it is your statement that under this sys- 

3697 tern maintenance would have no effect? 

A. Yes. Excuse me. 

Q. On the loss in service value ? 

A. That is right. With respect to the list of the un^ts 
of property which were promulgated subsequent to that 
system of accounts, that provision became of very littjle 
force and effect because the units of property tell you wh^t 
goes into the plant and what comes out in connection wij;h 
replacements. In the old days, replacements were charged 
to maintenance, but replacements of such things as poles 
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today are not charged to maintenance; they are charged to 
plant. You see, the old pole which is worn out or destroyed 
comes out of plant, and the cost of the new is charged to 
plant. That does not affect maintenance at all. 

Now, under the old systems which prevailed for many 
years, replacements were charged to maintenance. When 
you followed the old systems, accruing depreciation was 
affected by maintenance policy. The list of units of prop¬ 
erty which have been promulgated since this system of 
accounts has been adopted has changed that practice. 

Q. Isn’t it possible that different companies would have 
different standards of maintenance that would affect the 
lives of the property? 

A. The companies can subdivide the units of property 
but not enlarge upon them. 

3968 Q. I am not talking about units. I am talking 
about maintenance standards. 

A. You can’t get away from the units of property when 
you consider maintenance standards, Judge, because when 
you replace a unit of property, although you might in your 
mind call it maintenance, under the system of accounts that 
is no longer maintenance. 

Q. Taking repairs, what would you say about that? 

A. Repairs is ordinarily maintenance. Putting a coat of 
paint on something- 

Q. Yes. 

A. But the effect is not material. 

Q. But it would have some effect? 

A. Oh, it might have a small effect, but it wouldn’t be 
material. 

Q. It wouldn’t be material? 

A. No, sir. 

Q. What about cross arms and pins ? 

A. Well, cross arms and pins—replacement of those— 
do not ordinarily prolong the life of the main unit, the 
pole, that doesn’t improve the situation. 

Q. Then there is no such a thing any longer as deferred 
maintenance, if I understand you correctly? 

A. Oh, there is deferred replacement primarily. The 
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difficulty occurs when you speak of maintenance as 

3699 a layman and when you speak of maintenance as an 
expert under the System of Accounts. The System of 

Accounts has some very technical rules laid down as to 
maintenance. Replacement of poles and generators may be 
looked upon as maintenance by the layman, but not by the 
public service commission accountant. 

Q. Mr. Smith, if in your opinion the reserve of the com¬ 
pany was today adequate, there would be very little bafeis 
for your position with respect to the disposition of the water 
and ice investment, wouldn’t there? 

A. There would still be some basis for it, Judge, in this 
way, that if you set up electric depreciation expense which 
is a charge against the electric customers, even though yqur 
resulting reserve is more than an adequate reserve, there 
is some doubt that you can charge the cost of the ice and 
water property to that reserve. I would have serious doubts 
about the propriety even then. 

Q. Who would the reserve belong to ? 

A. It belongs to the company, but nevertheless the people, 
the rate payers, have paid the reserve. In accordance with 
Federal Power Commission practices, which are in accord 
with general practices, they are entitled to credit for that, i 
Q. You mean the rate payers are entitled to credit? 

A. For what they pay as depreciation, certainly. 

Q. I thought the rate payers were paying for serv¬ 
ice. 

3700 A. Yes, but in paying for service they reimburse 
the company for its actual expenses as delineated in 

the rate order, or the System of Accounts, and when they 
pay for depreciation expense they are paying for the con¬ 
sumption of property. 

I didn’t think that was even open to discussion any longer, 
Judge—that is so well settled, it seems to me. 


Q. I just wanted your views on it, that’s all. 

A. That is my view. 

Q. All right. Now, in making your comparison of tne 
reserves of the company, of this company, with numerous 


other companies, as you did in your direct testimony, 




1356 


you make any study as to the age life of the properties 
involved? 

A. I made a study of the property of this company which 
was in existence in 1926. I started from that point—that 
old property. I did not try to age that. But then I made 
a study of additions to the property, and I got the time 
those additions went into service, and that is why, under 
one of the tests I made, I applied depreciation the rate on 
additions only, forgetting all the property which was in 
existence in 1926, ignoring that completely. 

Q. Mr. Smith, I asked you this question. It seems like 
we have some difficulty understanding each other. If you 
made a study of the age life of this respondent’s property, 
and a study of the age life of the companies whose 
3701 reserves you compared the company to ? 

A. I made no special study of the age life of the 
other properties, except to classify them as to the kind of 
companies—that is, hydro plants, purchasing companies, 
combination companies. I know from my own knowledge 
that the electric utility system has gone along pretty much 
at an even keel in this country. 

Then I did one thing more. I made a study of the increase 
in the gross revenues of Arkansas Power and Light Com¬ 
pany with the industry in general, to see how it conformed, 
for the purpose of comparison. It conformed pretty well. 
It did a little better, I think, as to gross revenues, but it 
conformed pretty well. 

Q. Then you made no study— Just a minute. Cut that. 
What do you mean when you say you made no special study 
of the other companies’ properties age life of this com¬ 
pany’s property’s age life? What do you mean when you 
say you made no special study? Confine it first to the other 
companies. 

A. As to the other companies, I did not make a study of 
the age of their present properties. That, of course, could 
not be done in a lifetime. I made a study of the revenues 
of the industry as a whole and compared those with the 
revenues of Arkansas Power and Light Company over the 
period. 


1357 


I made a study of the other companies by type of 
3702 company, and compared those with Arkansas Power 
and Light Company; and I stated from my knowledge 
that the electric utility business in this country has gone 
along, developed pretty evenly throughout the country, 
although there has been some spot development here and 
there. 

1 believe I heard Mr. Moses state that in his area the 
developments had gone along pretty much the same, and 
that has been my experience. That was the extent of jny 
study. 

Q. Then you don’t think it is necessary to make a study 
of the age life of two public utility companies properties for 
the purpose of making an intelligent comparison of the 
reserves ? 

A. Of two companies ? I certainly think you would hive 
to, yes, sir. 


The Witness: Comparing two companies, you would have 
to make detailed studies. But if you compare one company 
with a group of similar companies, when you know 
3703 the history of the electric utility industry, you do not 
have to make that refined study for the purposes for 
which I made the study in the instant case. 

Q. You made it for the purpose of comparison, did you 
not? 

A. I made it for the purpose of finding out if Arkansas 
Power and Light Company, since 1942, had increased the 
depreciation in such a manner as to overcome the excessive 
charge made in that year in respect to the retirement of ice 
and water properties. 

Q. Didn’t you make it for the purpose of determining 
whether the reserve was adequate or not? 

A. Whether adequate on general grounds. Not for the 
purpose of determining whether it was really adequate, 
but for the purpose of determining whether it had made up 
that deficiency. 

Now, again I say to you if I had a difference which yas 
only a few dollars, I wouldn’t come to any conclusion, but 
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where you have the differences that I show you in my testi¬ 
mony, I think it is evident and obvious that you have not 
made up the overcharge. 

Q. Now, you say you would make an age life study of the 
properties if you were comparing the ratios of the two 
companies. Would you do it if you were comparing one 
company to five companies? 

3704 A. I doubt if it would be necessary. If you could 
get five companies, say, Washington, Baltimore, 

Philadelphia, Chicago—companies like that—all doing the 
same type of electric utility business and starting about the 
same time; for the purposes for which I have used the 
information I don’t think that you would have to make a 
detailed study, Judge. 

If you found one of those companies had a nine percent 
reserve and all the others had a twenty or twenty-five per¬ 
cent reserve, it would be pretty obvious to you that some¬ 
thing was wrong with the first company. 

Q. Suppose that your age life study had disclosed that 
the company with a nine percent reserve had added about 
very near double its depreciable plant account in the last 
four or five years, what would you say then? 

A. Well, I would take that into consideration. 

3705 Q. Did you in this case? 

A. I did, indeed. In making my comparisons, I 
told you that I went back and applied the two percent depre¬ 
ciation rate—which is a very low rate, less than what you 
took in 1943—and applied that rate not to your property 
in 1926 which was your old plant and fast depreciating, 
but to the additions from that time on. 

Q. Yes, sir. 

A. I took into consideration all of your additions, and 
when they were made. 

Q. Now, you are comparing our reserve with companies 
you didn’t do that with, aren’t you—to the reserve of com¬ 
panies you didn’t do that with? 

A. I compared it to companies, that is right, with other 
companies that had reserves which we knew from tests we 
had made from time to time in special cases are up around 
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the realm of adequacy. We know and I know that typical 
electric utility companies like the Arkansas Power and 
Light Company ought to have reserves of at least 20 per¬ 
cent, or about twenty percent. 

• •••••• 

3707 Q. Would you think the practice of the state com¬ 
mission, in the absence of action by the Federal com¬ 
mission, if the company was following the state comitiis- 
sions’s order because it had received none from the Federal 
commission or any regulatory requirement—that the prac¬ 
tice of the state commission would have an effect upon the 
size of the reserve? 

• •••••• 

The Witness: As I understand your question, the prac¬ 
tice of the state commission conceivably could affect f;he 
size of the reserve, and let me make my position clear. 

The management of the company, irrespective of what 
the Federal commission may order in the way of de- 

3708 preciation rates or what a state commission may 
order, has got a full responsibility to prevent the 

impairment of its capital even though it has to set aside 
amounts from surplus to prevent impairment of capital, 
and this company has that definite responsibility. I say it 
has a responsibility even under state regulation or Federal 
Power regulation. 

If I were president of a company, above everything else 
I would see that adequate depreciation reserves were pro¬ 
vided from earnings or from surplus. 

Q. Of course you would not charge to operating expense 
more depreciation reserve or a greater rate than the state 
commission had allowed you? 

A. Oh, I might, yes. 

Q. You mean you would charge to operating expenses 
more than the state commission allows you? 

A. Yes, Judge, I think it is far more important to prevent 
capital impairment than it is to recover, that is, to short¬ 
change your depreciation reserve, so I would charge it. 
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Now, true, I would ask the commission having jurisdiction 
to allow me the proper amount. If I were testifying for the 
commission, I would urge them to allow you the proper 
amount. 

Q. But my question was would you charge more to 
operating expense on account of the annual allowance for 
depreciation than the state commission allowed you? 

3709 A. Assuming that I could do so under the flexibility 
of regulation and would not be violating an order of 

the Commission, my answer is yes. If the amount allowed 
was improper, I would charge the proper amount. 

Q. Now, if the commission had specifically dealt with it 
and said to you to charge two and a half percent, we will 
say, would you charge three if you thought that was proper? 

A. I would ask my lawyers as to what the law was, and 
if they advised me I could charge three, and I was sure that 
three was right, then I would charge three. 

If my counsel advised me that I could not do so under 
the Commission order, I would charge what the Commis¬ 
sion ordered in the operating expense section of the income 
account, and would charge the balance to surplus, but I 
would set up the proper reserve. 

3710 Q. I believe you said awhile ago that the deprecia¬ 
tion charge or annual allowance for it was a proper 

operating expense? 

A. Yes, sir. 

Q. And it is one the rate payer should bear? 

A. Yes, sir. 


• • * • • 


3711 Q. You said you would not be disposed to follow 
the state commission’s order if it allowed less than 
you thought you ought to have if your counsel advised you 
that you didn’t have to follow it. Was that your statement? 

A. I said more than that, Judge. 

Q. What did you say? 

A. I said that I would charge proper depreciation ex¬ 
pense, if the law let me do it, as expense. If I couldn’t do 
that under the order of either the state or the Federal gov- 
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ernment, I would charge to expense what they permitted and 
would charge the balance necessary to appropriate a reason¬ 
able sum, to surplus, and I would do that because if you 
don’t set aside that amount in depreciation reserve and pay 
dividends out of book surplus, you are naturally paying 
dividends out of capital. 

Q. In answer to Question 49 of your prepared testimony 
you offer as the best explanation of a retirement reserve 
accounting which has come to your attention the instruction 
relating to retirement expense contained in the 1922 Tjlni- 
form System of Accounts of the National Associatioij of 
Railroad and Utilities Commissioners. You then quoted 
Account 782 of the 1922 System. Is that correct? 

A. Yes, sir. 

3712 Q. Following that, as a part of the same answer, 
you say it should be noted that the retirement reserve 
was for the purpose of taking care of retirement at original 
cost. 

Have I correctly quoted? 

A. Yes, sir. 

Q. What is your understanding of the term, or the mean¬ 
ing of the term “original cost” as used in Account 782. 
Retirement Expense, in the 1922 System of Accounts of the 
National Association? 

A. Oh. I think it means- 

Q. Or let me ask what “original cost of electric plant” 
means as the term is used in the 1922 System? 

A. Generally it is my opinion that it referred to original 
cost of construction, and it is my opinion that that is so 
because that was the invariable practice of all electric 
utilities I can recall having checked up back at that time. 

In other words, the estimated cost of constructing prop¬ 
erty was the amount which was charged to the reserve as 
original cost. 

Q. Was the meaning in the 1922 System the same as that 
given original cost in the Federal Power Commission’s 
System? 

A. There may have been some differences that were differ¬ 
ences in application, primarily. 
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Q. We are talking now abont meaning and not applica¬ 
tion. 

3713 A. I don’t see how yon can separate the two very 
well, because the original cost of construction is what 

was the practice under the 1922 system. 

Q. Was that what was referred to and meant when “orig¬ 
inal cost” was used in the 1922 System? 

A. I think it was. Certainly that was the practice. 

Q. All right. If the word didn’t mean that, then it was a 
wrong practice, wasn’t it? 

A. Oh, no, I would say the practice was probably what 
people construed it to mean. I think the practice would 
mean just as much to me, at least, as the definition. 

Q. If that was the practice, what was the necessity for 
the extensive study and the production or promulgation 
of the present System of Accounts with respect to original 
cost? 

A. Oh, that showed the necessity for it, for one thing. 

Q. What showed the necessity for it? 

A. The fact that your depreciation reserve did not meas¬ 
ure the full exhausted life- 

Q. Oh, no, I am talking- 

Mr. Wahrenbrock: Let him complete his statement, please. 
The Witness: I don’t understand your question, then, 
Judge. 

3714 Q. My question was this, Mr. Smith: if—going 
back a little further—the original cost as used in the 

1922 System by practice entertained the same meaning as 
now given it in the Federal Power Commission’s System, 
why was the Federal Power Commission’s system, with 
respect to original cost, promulgated? 

A. Oh, I didn’t say that the original cost provisions of the 
1922 System were the same as the original cost provisions 
of the Federal Power Commission’s System of Accounts. 
I was merely talking about charges to the retirement re¬ 
serve. That is one minor phase of the entire original cost 
problem. 

Q. You have quoted the text of Account 782, Retirement 
Expenses, in the 1922 System as the instruction relating 
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to retirement expense as contained in the 1922 System, 
have you not? 

A. Yes, sir. 

Q. Was there an instruction contained in that system 
pertaining to retirement expense other than the text of 
Account 782 which you have quoted? 

A. There was an instruction relating to the retirement 
reserve. I don’t know if there is another instruction, I 
don’t recall, Judge. 

Q. You don’t recall any instruction in that system per¬ 
taining to the retirement expense other than what you have 
quoted ? 

3715 A. I don’t remember offhand. I will be glad to 
have my memory refreshed, hut I don’t recall off¬ 
hand. 

Q. I show you the 1922 System, page 84, Item 6, and ask 
you what the heading is on that? 

A. That is Retirement Expense. 

Q. That doesn’t have reference to retirement reseijve. 
Is that the same language that you quoted in your answer 
to Question 49 in your direct testimony? 

A. That is not the same answer. 

Q. I notice you examining the book that I handed you. 
What is it? 

A. It is the National Association of Railway and Utilities 
Commissioners Uniform Classification of Accounts for Elec¬ 
trical Utilities, dated November 1922. 

Q. Is that the same booklet that you referred to in your 
testimony in part of your answer to Question 49? 

A. I don’t know, Judge. I believe it is, I believe it is. 
I think it is. 

Q. Now, turning to page 84, Item 6, designated “Retire¬ 
ment Expense”, will you please tell me what original cost, 
as used in that item, means ? 

3716 Mr. Lasley: I am referring now to the 1922 Na¬ 
tional Association’s System of Accounts. 

The Witness: Well, this doesn’t say anything more as 
to original cost than Account 782, Judge. 
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Q. Does it say anything about the loss it would be charged 
tot 

A. Yes, sir. 

Q. What loss would it bet 

A. The loss is original cost less salvage. 

Q. Original cost to whom? 

A. Original cost to the accounting company. 

Q. All right, original cost to the accounting company. 
Why did you leave the words “accounting company” outt 

A. Well, I didn’t notice it, Judge. I didn’t place any 
significance on the words. I would still say it is original 
cost. 

Q. Notwithstanding the language here, you are still 
sticking to your first statement? 

A. I am sticking to practice. The practice under that 
instruction was to charge off property at estimated cost of 
construction. 

Q. Now, original cost to the accounting company. What 
does that mean to you? 

A. Well, I am not sure whether it would be original 
3717 cost as in Smyth vs. Ames, original cost of construc¬ 
tion, or whether that would be some second-hand cost. 

Original cost to accounting company under our present 
System of Accounts is still original cost, one original cost. 
If you are raising the question can there be two original 
costs, I don’t know. 

Q. Your present System of Accounts defines original cost 
as the cost to the party—or person, I believe it is—first 
devoting the property to public service. That is the defi¬ 
nition, isn’t it? 

A. That is right. 

Q. Is that the definition here? 

A. I know the practice has been estimated original cost 
of construction. 

Q. I am asking you now what the definition here is. 

A. My understanding all along has been original cost 
of construction. 

Q. I am still asking you about the definition used in this 
language. 


1365 

A. That is my understanding, and I gather that from the 
practice. 

Q. Do I understand you to take the position that original 
cost to the accounting company is the same as original cost 
to the party or person first devoting the property to public 
service? 

3718 A. No, I didn’t say that I said estimated original 
cost of construction was the practice under that Sys¬ 
tem of Accounts. 

Q. Let’s leave out the practice and confine ourselves 
to the definition. We are interested in this very much, 
sir, and you have expressed some very extended opinions 
about it. 

A. Well, it has been my understanding all along that 
original cost meant original cost of construction, and that 
is the way it was applied. It certainly has been my under¬ 
standing. I have never known anything to the contrary, 
and intangibles should never be charged to the reserve. 

Q. What was the purpose of the words “to the account¬ 
ing company”? 

A. It seems to me that it is a redundancy to say to the 
accounting company, except to this extent: where properties 
are constructed by the accounting company, certainly the 
original cost- 

Q. Redundancy? 

A. Just a moment, I would like to finish my answer— 
that as to properties constructed by the company the defini¬ 
tion would apply as original cost. But as to properties 
which were acquired from others as going concerns, as Oper¬ 
ating units or systems, then I still think that original cost 
of construction was meant. 

3719 Q. Now, this language we are referring to here— 
and I will let you see whether I am quoting right— 

“Losses” used above means in each case the excess of the 
original cost to the accounting company of the property re¬ 
tired plus the cost of dismantling or removing over its 
salvage value at the time of its retirement. 

Now, it has reference to property retired, doesn’t if? 

A. Yes, it does. 
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Q. Have I- 

A. I think yon have quoted correctly, Judge. 

Q. When you were making your quotation there in your 
answer to Question 49, why was it you didn’t use this para¬ 
graph No. 6, Retirement Expense, on page 84 of the System 
of Accounts of the National Association for 1922? 

A. The only reason, Judge, was because the charge in 
question was made to the retirement reserve. That is what 
we were talking about, and that is why I used retirement 
reserve. 

Q. The clause we have been referring to, Item C, is under 
the heading in this System of Accounts “Operating Ex¬ 
pense Accounts, General Instructions and Definitions”, 
isn’t it, and isn’t the No. 6 item a part of those instructions 
and definitions? 

A. That is correct. 

Q. They should have had—those instructions and 
3720 definitions should have had some influence and had 
some office in this system of accounts? 

A. I think they had some office. How much influence 
they had is very questionable, because you know the prac¬ 
tices under that system of accounts were not very salutary. 

Q. It was not because of the language of the accounts? 

A. It was because of practice. 

Q. It was because of the practice, is that it? 

A. Yes, sir. 

Q. Were you surprised that this No. 6 was in this system 
of accounts ? 

A. Oh, I do remember 6 was there—but you mean, I sup¬ 
pose, original cost to the company. As cost to the com¬ 
pany, I hadn’t recalled it until you just showed it to me. 
To the extent that that was something fresh, it might have 
constituted a mild element of surprise, but no more than 
that. 

Q. Yes. 

A. Of course I do know this, Judge, that there has been 
debate for many years as to the meaning of original cost of 
Smyth vs. Ames. I have always held that that meant cost 
of construction, and in applying the System of Accounts 
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it has been my experience that cost of construction is the 
way original cost has been construed. 

Q. Didn’t you say in response to one of my questions 
awhile ago you didn’t know of any other instruction 

3721 on retirement expense as contained in this System 
of Accounts? 

A. I said I didn’t recall any at that time, that is right. 
I didn’t recall any at that time, and I asked you to refresh 
my memory. 

Q. Mr. Smith, you said the account which you quoted con¬ 
tained the best definition you knew of, or best explanation 
you knew of? 

A. I said what? 

Q. I believe you said in your direct testimony that your 
quotation set out as part of your answer to Question 49 
was the best explanation of reserve accounting which had 
come to your attention, which is the instruction relating 
to retirement expense pertaining to the 1922 System? 

A. Yes, sir. 

Q. What you referred to is the text of the account and 
not an instruction, isn’t it? 

A. Oh, I think technically you are right. It is a good 
explanation, just the same. It is the best explanation I 
said it is the best explanation. 

Q. That is right. Is original cost defined there as it is in 
the instruction? 

A. I don’t think original cost is really defined in the 
instruction, Judge. 

Q. There is not much difficulty in arriving at what was 
meant by the instruction, is there ? 

3722 A. I think it was the practice that designated 
pretty much what was meant, original cost of con¬ 
struction. 

Q. Now, disregarding practice, just talking about lan¬ 
guage in these instructions. 

A. Well, if you asked me to theorize as to what is the 
original cost to the company, I would be in a dilemma, 
because that is a contradiction—original cost to a company 
in respect to certain properties and only to certain proper¬ 
ties, properties which were purchased from someone else. 
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Now, as to the bulk of the properties constructed by the 
company, there isn’t any difference. 

Q. In other words, the effect of what you say, I think, 
is that they wrote a definition there that was contradictory 
within itself? 

A. I think it is in conflict with itself, and I think the 
practice is the best evidence of what was meant. 

Q. Your opinion on that is motivated by the fact that 
the instruction doesn’t reach the same end that you tried 
to attain ? 

A. No, Judge, because I didn’t quote the instruction for 
that purpose. If you will look at my testimony, my testi¬ 
mony is to the effect that it was not contemplated that the 
entire loss on the sale of utility departments consisting of 
more than original cost should be charged to the reserve. 

Now, it was not contemplated that the loss on whole 
3723 departments should be charged to the reserve of that 
kind. And that is the purpose in citing the text of 
the account, and I think that still stands. 

Q. Mr. Smith, in using the System of Accounts to support 
your position with respect to original cost, don’t you think 
it would have been a bit fairer to have gone to the instruc¬ 
tion rather than to the text of the account? 

• •#•••• 

3725 The Witness: No, Judge, not at all. I think you 
have misunderstood the purpose in ray testimony as 

to retirement reserve accounting. The retirement reserve 
accounting was merely cited to show the company was on 
that basis prior to the effective date of the new System of 
Accounts. The charge-off was made in 1942 when depre¬ 
ciation reserve accounting was required. 

I merely pointed out—you might call it a gratuity 

3726 in a way—that even under the 1922 System which 
was effective or could have been effective and which 

the company could have used up to 1937, even under that 
system you could not charge the entire loss on an entire 
department to the retirement reserve. 

The fact of the matter, as I pointed out in my testimony, 
is that retirement was made in 1942 when the company was 
obligated to maintain a depreciation reserve. 
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Q. Now, I notice here after quoting from the 1922 System 
you did say that it should be noted that the retirement re¬ 
serve was for the purpose of taking care of retirement at 
original cost. 

You meant by that, did you not, to cite and rely on your 
previous quotation in support of that position? 

A. That is one thing, plus what is said further in the next 
sentence. Don’t overlook that. 

Q. Then you did cite it and did quote it for the purpose 
of showing that retirement should not he, under that system, 
at more than original cost. Is that right? 

A. I meant specifically that the entire loss on a sale of 
utility department over and above orignal cost should not 
be charged to the reserve. 

Q. Well, you didn’t say that up there in that next ques¬ 
tion, did you? 

3727 A. I said that in the last sentence of the para¬ 
graph, which is the meat of the thing. | 

Q. “It is not contemplated that the entire loss on the sale 
of the utility department consisting of more than original 
cost should be charged to the reserve.” Is that what you 
mean ? 

A. That is correct, and that is the fact of this case, the 
excess here over original cost was $1,872,000. 

Q. Then what meaning, when you used the language I 
have just quoted to you in your answer to Question 49, did 
you intend to imply by the expression “original cost”? 

A. Original cost of construction. 

Q. That is original cost to the party first devoting jhe 
property to public service ? 


A. I should have explained in more detail, probably. I 
meant estimated original cost of construction. Now, that 
often ignores the person who constructed it, and you mpke 
an estimate of what it cost to construct the properties. Tljiat 
was the practice used. 


Q. But estimated original cost means the cost, an estimate 
of the cost to the party first devoting the property to public 
service? 


A. Well, there may be exceptions or differences between 
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that and the technical definition of original cost in our 
present System of Accounts. 

The practice—when you retired poles and wire, you 

3728 often didn’t know who constructed those properties. 
You made an estimate of the cost of construction, and 

retired that figure. 

Q. Suppose they had retired a generating plant that had 
been purchased from another utility as a part of a going 
acquisition. What would it have been retired at under 
the rules in the 1922 System? 

A. Bought a generating plant in a conglomeration of 
property? 

Q. As a going concern. 

A. As a going concern? 

Q. Yes, sir. 

A. Generally speaking, it was estimated cost of construc¬ 
tion. I have seen many of them, Judge, many that way. A 
good many times you didn’t have anything else, because 
bear in mind what you did, just like Arkansas Power and 
Light did. They bought the property and put it on the 
books in one lump sum frequently representing electric 
property, water, ice and railway properties, and then when 
they made a retirement they retired the estimated cost of 
construction. That was standard practice. 

Q. Suppose they made an acquisition of a generating 
plant at more than cost of construction ? 

A. Well, that would have been the exception to the rule. 
They probably would have retired it at what they had on 
their books, which was very often the estimated cost 

3729 of construction, at that. 

Q. When was the original cost principle of account¬ 
ing for utility plant, as found in the present System of Ac¬ 
counts, first advocated by any large group of representatives 
of state utility commissions ? 

A. The first reference I found to the thing was back in 
1914 by Mr. Clyde Aitchison of the ICC. I ran into some¬ 
thing of his a long time ago. As a matter of fact, he defined 
original cost, to my amazement, just about the way we have 
it in the present System of Accounts. 

But after that I suppose the man who was chiefly inter- 
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ested in the original cost doctrine was Dr. Milo Maltbie, 
Chairman of the Public Service Co mmi ssion of New York. 
Back in the 20’s, and maybe beyond that, as far as I know, 
Dr. Maltbie has been urging original cost. He has been the 
strong advocate; he has been the leader. 

Dr. Maltbie in the late 1920’s and early 30’s gathered 
a group around him, and he was the sparkplug of that group 
that fought for original cost. 

You will find that the National Association of Railroad 
and Utilities Commissioners had a group that appealed 
before the ICC, and you will find correspondence in the ICC 
files showing many commissioners came in and joined Mr. 
Malthie’s pleas in support of the original cost doc¬ 
trine. 

3730 If I were to name any one single individual who 
has been chiefly responsible for inaugurating the 

original cost doctrine, I would say it is Dr. Maltbie. 

Q. I wasn’t asking about individuals. My question I 
feel sure you misunderstood, sir. 

I asked when the original cost principle of accounting for 
utility plant, as found in the present System of Accounts, 
was first advocated by any large group of representatives 
of state utility commissions ? I didn’t ask about individuals. 

A. It was probably around 1930 that the groups were 
solidified before the ICC in connection with the telephone 
classification of accounts, but actually there were meetings 
of different individuals and different commissions before 
that time, and certainly Dr. Maltbie had been urging origi¬ 
nal cost before that time. I can’t date it any closer th^n 
that, Judge. 

Q. I note you say in your testimony you were among tl^at 
large group, so it must have been after 1929? j 

A. There was a large group after 1929 that petitioned 
the ICC to adopt the original cost doctrine, in the tele¬ 
phone system of accounts, and later I became a subcommit¬ 
tee of one to work with the staff of the FCC in drafting 
that system of accounts. That probably was sometime in 
the early 1930’s. 

3731 Q. Let’s see if I understand you on this matter 
before we leave it, or understand each other. 
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To you, as an accountant, original cost of property to 
a company as used in the 1922 System of the National Asso¬ 
ciation, which you have had before you, means the original 
cost of construction of the property even though the prop¬ 
erty has been constructed by a prior owner. 

Is that correct? 

A. Yes, Judge, that is generally true, and I have got a 
number of more reasons why—which I would like to cite—I 
come to that conclusion. 

One of them is in the same System of Accounts under 
“Fixed Capital” where the statement is made: 

“The account shall include the cost of the property.” 

Nothing is said about original cost or original cost to the 
company. And on page 24, under Account 251, Retirement 
Reserve, there again the debits to the account upon retire¬ 
ment are original cost plus dismantling less the salvage 
value. There again the statement “original cost” is made, 
and it also says in Account 251 that when fixed capital is 
retired the original cost thereof estimated if not 
3732 known, and where estimated the facts on which the 
estimate is based should be stated in the entry. 

Now, that has been the practice, or my experience at 
least. 

• •••••• 

Q. You referred to the fixed capital account, general in¬ 
structions and definitions. What number instruction did 
you refer to? 

A. I referred to the text of the account which was Ac¬ 
count 101, Fixed Capital, appearing on page 9. 

Q. Page what? 

A. Page 9. 

Q. What cost is meant in that fixed capital Account 101, 
“This account shall include the cost of property.” What 
cost is meant? 

A. Generally speaking it is, I would say, the cost to the 
accounting company. 

Q. Cost to the accounting company. Will you turn to 
page 30 of that account, that System of Accounts—that is, 
the 1922 System—Fixed Capital Account, General Instruc- 
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tions and Definition, and read into the record the first 
sentence of Instruction or Definition 3? 

3733 A. “All charges to fixed capital accounts shall be 
at the actual cost of the property acquired at the 

time of acquisition.” 

Q. Under the classification of plant accounts as provided 
by the present System of Accounts, the cost to the account¬ 
ing utility is segregated, is it not, into original cost whfich 
is reported in Account 100.1, 100.2, 100.3 and 100.4, and the 
excess of cost over original cost is recorded in Account 
100.5? 

A. Yes, sir. 

Q. What is it, if anything, that gives the property re¬ 
ported in Account 100.1 to 100.4 value in excess of salvage 
value? 

A. Well, all operating properties are worth more than 
salvage value only to a going concern which is using them 
in their business. It is the fact that they can be used in a 
going concern and produce money, produce revenues. 

Q. Earning power, use power and earning power, is it? 

A. Well, use and earning power, but not necessarily to 
the particular company. In other words, a generator has 
a value not only to the Potomac Electric Power Company, 
but also to the Consolidated Company of Baltimore and the 
Philadelphia Electric Company of Philadelphia. 

Q. That would be true of pole line, too, wouldn’t jit? 

3734 A. It would be true of the properties comprising 
the pole line. 

Q. Of course the party that has the right to the use of 
that property would be entitled to the earnings from it, 
wouldn’t they? 

A. Yes, of course subject to regulation in the case of a 
public utility, and subject to all the vicissitudes of fortune 
in the case of a private company. 

Q. That is right, but can we agree that generally speak¬ 
ing expectations of future earnings is what gives physical 
property any value in excess of salvage value? 

A. Oh, I would go further than that, Judge, I have a 
house that has no relationship to what earnings I get (jut 
of the thing. 
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Q. All right, I accept your correction—that is, property 
that is in commercial use? 

A. Commercial properties are bought for the purpose of 
putting them to use and making money from their use. 

Q. Making profits? 

A. That is right. 

Q. Now, taking- 

A. Of course I would like to point out there may be excep¬ 
tions to that theory in the case of public ownership. You 
have a lot of properties, water properties in D. C. here which 
are being used to serve the public, and very advan- 

3735 tageously but I don’t suppose there is any idea that 
a profit should be made from the use of those water 

properties. 

Q. We are talking now of public utility property privately 
owned. Will you agree with me, or do we agree that the 
only thing that gives that property more than its salvage 
value is prospective or future expectation of earnings? 

A. Physical properties? 

Q. Yes, sir. 

A. Not to the particular company. They have value, 
those properties have value over and above the value to the 
particular company. A generator has a value per se as a 
generator, regardless of whether it is used by the Potomac 
Electric Power Company or Philadelphia Electric Com¬ 
pany. 

Q. Now, let’s see if I understand you on that. What do 
you mean by “it has a value per se”? 

A. A generator has a market value. 

Q. That is right. 

A. Yes. 

Q. Well, poles have a market value, too, don’t they? 

A. Yes, sir. 

Q. Cross arms and wire? 

A. Yes, sir. 

Q. And isn’t that the value of them if you dismantle them? 
A. Salvage value? 

3736 Q. Or market value ? 

A. Market value, but I am trying to point out that 
they have wide usefulness, and therefore they have more 
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than that value to the particular company or to the use by 
a particular company. 

Q. They would have the same value to the other company 
whoever bought it, wouldn’t they? 

A. Not necessarily the same value, but they would have a 
value to the other company. 

Q. What would be the difference ? 

A. Well, it would depend upon the need the other com¬ 
pany has for the equipment. A generator might be more 
valuable to one company today, to meet conditions of its 
load even though it wouldn’t get additional revenue, than 
to another company which has surplus equipment, if there 
are any such companies today. 

Q. Now, we have got a utility system out here, a distri¬ 
bution system, which has been set up and been operating, 
or rather I build one and get it ready to operate, get it 
complete. 

What is there about that property constituting that sys¬ 
tem that would give it value over and above its salvage 
value? 

A. Well, first of all I think we will have to discuss salvage 
value. The salvage value of a turbine today might 
3737 be equal to original cost, if it is a good turbine. 

Q. Well, we are not trying to appraise the prop¬ 
erty, but I am talking to you about salvage value. 

A. Salvage value involves appraisal, Judge. You can’t 
get away from the idea of appraisal. 

Q. What is it, then, that would keep it from having baire- 
bone value—now, you know what I am talking about now. 

A. The fact that it can be used by people to generate 
electricity. 

Q. And that wouldn’t be worth anything to an owner 
unless he had some prospect of profits from it, would it? 

A. Normally that is so, but it does not follow altogether. 
I can conceive of a generator having value just the same as 
you can conceive of my home having value, and in such an 
economy—which I don’t like—where there would be no 
profit motive—value to serve people. 

Q. We are talking about private ownership now and com¬ 
mercial use. 
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A. Well, let there be no mistake abont it, business con¬ 
cerns buy properties so that they can use the properties in 
their business and make money. They are not eleemosynary 
institutions; they are in business to make money. 

Q. They are in business to make money? 

A. That is right. 

3738 Q. And they are out after prospective earnings? 


The Witness: They are out to make money. 

Q. What classification would you give property, or rather 
what property classification would you give prospective 
earnings? 

A. Prospective earnings are ordinarily, as such, of no 
classification except prospective earnings. 

3739 Q. They are not intangibles, in any sense? 

A. No, you may have value there. You may have a 
value that cost you nothing, but just prospective earnings 
by themselves are prospective earnings, and nothing more. 

If you mean you bought something intangible- 

Q. A right to prospective earnings. 

A. Normally a right to prospective earnings is an in¬ 
tangible. 

• •••••• 

3740 Q. If I own an electric system here, of course I 
would have the right to prospective earnings on it, 

wouldn’t I? 

A. Yes, sir. 

Q. Under a regulatory authority which might regulate 
those earnings? 

A. That is right. 

Q. Now, if I follow you, that is the right to prospective 
earnings from that plant would be an intangible. Now, I 
note throughout your testimony you condemn intangibles 
of plant, especially electric properties. Am I correct in 
that? 

A. I think you are wrong. 

• •••••• 



1377 


3742 Q. Mr. Smith, what distinguishes the intangible 
associated with the right to the earnings from a Util¬ 
ity plant at original cost and the intangible which I believe 
you termed as an intangible representing cost in excess of 
original cost? 

A. Judge, I will try to answer that, hut I have got to give 
my understanding a little bit of your question. 

• •••••• 

The Witness: I have never said that the excess over orjgi- 
nal cost automatically represents an intangible, but if you 
assume that the excess does represent an intangible, tljien 
I think I can answer your question. 

I say in this case it does, but I don’t say that as a general 
rule all excess over original cost is necessarily an intangi¬ 
ble. You may have situations where that would not be true. 

Q. How do you determine that? 

A. By valuing the physical properties that you buy 

3743 and putting the excess over the value of the physical 
properties as an intangible. That is the customary 

standard practice. 

Q. Well, how do you do that? 

A. By valuing the properties. 

Q. Have you ever had any experience in doing that? 

A. I have checked a lot of them, Judge. I have deter¬ 
mined in my income tax practice work in a lot of case?— 
that is the same problem where you determine the intangi¬ 
bles. 

What you do is take the earnings and capitalize the value 
of the physical properties at one rate, a low rate normally, 
say 6 percent, and you capitalize the excess earnings at a 
higher rate, say 10 percent, because of the hazards asso¬ 
ciated with the intangibles. That is pretty standard prac¬ 
tice. 

Q. Accountingwise, how would you do that? 

A. The same way. 

Q. The same way. In other words, you would first deter¬ 
mine that there was excess earnings, or whether there was 
or not? i 

A. No, no, I would first take the purchase price. 
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Q. Take the purchase price, all right. Now, we have got 
a purchase price, we will say, of $1,000,000. Now, what 
would you do next? 

A. Next you deduct the cash which is always worth par, 
one hundred cents on the dollar. 

3744 Q. Cash? What cash? 

A. What you get when buying properties. 

Q. I am buying physical properties alone, and no cash. 

A. You are not buying a lot of property? 

Q. I am just buying a piece of property out here and buy¬ 
ing the physical operating unit, and letting the present 
owner take whatever cash and credit and everything else 
he’s got. 

A. You are buying the operating property? 

Q. As a unit. 

A. Buying materials and supplies? 

Q. No. I am not buying any materials and supplies— 
just to simplify it, all I am buying is just an operating prop¬ 
erty that is serving a particular community or city. 

A. You would value the physical properties which you 
acquired, say, at $900,000, and the excess you assume is the 
cost of an intangible. 

Q. How do you get the $900,000? 

A. By the value of the property you acquired. 

Q. How? By reappraisal? 

A. The way you appraise any property. You go out and 
determine what the value of the property is. You have an 
old generating station that cost $125 a k. w. back in 1910, 
and you buy the property in 1926; you could build a brand 
new one at $100 a k. w. in 1926. Well, you take that 

3745 $100 and you chop it way down because of the obso¬ 
lescence of the old plant, and call that your value of 

the physical property. That is the way you do it. 

Q. Would you value the property as of today on an ap¬ 
praisal basis, or would you try to go back to the original 
cost of it? 

A. You try to find the value of the property at the time 
you acquired it. Now, I am perfectly willing to admit in 
this case I think there are intangibles in the original cost 
figures. 

••••••• 
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Q. I am buying an operating unit—an operating system— 
and I want you to tell me how you would determine tile in¬ 
tangibles in it, if any? 

A. I told you, Judge, how you would determine the intan¬ 
gibles in the normal situation, by appraising the properties, 
finding the value of those properties, and putting the excess 
in as intangibles. 

3746 Q. In Account 100.5? 

A. Now, if you are speaking under our present 
system of accounts. 

Q. That is what I had in mind. 

A. We put the original cost in your electric plait in 
service, and then any excess over original cost is pit in 
100.5. 

Q. Yes, sir. 

A. There may be some intangibles in original cost. If 
there is, we don’t bother with it But the excess we try 
to classify as to the nature of the amounts. 

Q. Yes. Now, Mr. Smith, can you explain your valuhtion 
procedure in arriving at your figure that you mentioned 
a while ago, $900,000? 

A. I can’t explain it any more than I have done, Judge. 

Q. By inventory and appraisal, is that it? 

A. That is right. In other words, what that property 
is worth as physical properties to a going concern, using 
the facilities in its business, which price can never exceed 
the cost of replacing the facilities—can never be more than 
that; it might be much less but it can never be more than 
that. 

Q. Why? 

A. In other words, if you buy an automobile' you 

3747 would never assign to the automobile a cost greater 
than what you could go out and buy it for. 

Q. Could the cost of replacing that property exceed the 
original cost? 

A. It might. 

Q. Under conditions such as we are experiencing today, 
you would probably expect that? 

A. Today I would expect that to be the situation; Of 
course, it would depend upon the properties you are buying. 
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I would not have expected—well, today we have a most un¬ 
usual situation. I would not have expected that situation 
to have existed in the past. Rather I would expect the situa¬ 
tion Mr. Wilkes described to prevail quite generally. 

Q. The situation Mr. Wilkes described? 

A. Yes, sir, where he said the value of the Wilson prop¬ 
erty as a physical property was some four hundred thou¬ 
sand, with an original cost of six hundred thousand; but he 
paid a million six hundred thousand for the property. 
There the original cost contains an element of intangibles. 

Q. He also said that was the result of a horse back sur¬ 
vey, didn’t he? 

A. He gave it as his opinion that that was the value of 
the property. 

Q. Please answer my question. 

A. I don’t know whether he said it was the result 
3748 of a horse back survey; but I know it was not a de¬ 
tailed valuation. It was- 

Q. Now we are trying to get intangibles in this plant I 
am going to buy. I want you to classify that intangible, 
if you’ve got any intangibles. 

A. Classify? What do you mean by that? 

Q. I want you to tell me what kind of intangible. 

A. What kind? Now, we are still speaking of a public 
utility? 

Q. Yes, sir. 

A. The predominant intangible in a public utility, Judge, 
would be franchise value. It would be the value of getting 
that territory and operating it and keeping somebody else 
out, keeping it for yourself as an exclusive possession 
where anyone wanting electricity would have to go to you. 
If anyone in Little Rock wants a central station power, 
he must go to Mr. Moses and nobody else; nobody else can 
furnish power in Little Rock. That would be the predomi¬ 
nant value. The franchise value is the most valuable in¬ 
tangible that a public utility has. 

Q. You say nobody else could. What do you mean by 
central station power in Little Rock? What do you mean 
by that? 
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A. I mean if you want electricity from a central station, 
and not make it yourself—buy a diesel engine—there is only 
one place you can get it. 

3749 Q. Yes, but do you mean by that that nobody else 
could give me any competition? 

A. I mean as a practical matter that nobody else does. 
Theoretically maybe, maybe it is possible, but as a practical 
matter though you know no one could come here to the Dis¬ 
trict of Columbia and reproduce this system and go in 
competition with the Potomac Electric Power Company. It 
just isn’t feasible. It isn’t practical. It isn’t financially 
sound. So once they get the franchise, for all practical pur¬ 
poses they get the area, they get the territory, and that 
franchise is extremely valuable. That’s Number 1. 

Q. You don’t know of any privately owned utility operat¬ 
ing which does not have a franchise, do you? 

A. Yes, I believe I know of one right now. I believe the 
Commonwealth Edison Company is operating now without 
a franchise. 

Q. But all of- 

A. However, it is an unusual situation. 

Q. It is an unusual situation? 

A. Yes. 

Q. Why do you associate it with franchise rather than 
with earning power on physical property? 

A. Because the franchise is the thing they have to get 
before they can go in the territory. 

Q. Yes, sir. 

3750 A. Now, no matter how much money I have—apd I 
don’t have very much—I couldn’t go into the electric 

business in Arkansas unless I get a franchise. 

Q. But you also would have to have some property there, 
and expect earnings from it, in order to do business there, 
just like you would a franchise ? 

A. Yes, but if I had all the money in the world, I couldn’t 
do business there unless I get the franchise; and the practice 
is not resorted to, generally speaking, of giving competing 
franchises. You have a few exceptions, but very, very few 
exceptions to that practice. 
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Q. That wasn’t the question I asked you, Mr. Smith. I 
asked you why you associated all this with franchise. 

A. You stopped me before I got to the others. 

Q. All right. Go on. 

A. You buy the prospective growth of the area; you buy 
an area to keep others from coming in to serve the same 
territory, such as I heard Mr. Moses testify, to keep other 
holding companies—other holding company systems—from 
coming around, and competing with them. 

Q. We’ll get to that directly. 

A. You buy nuisance value. You may have a municipal 
plant nearby that might have rates which would he so low 
as to be disturbing. You try to buy it out in order to get rid 
of that nuisance value. Oh, there are many other 
3751 factors or classifications, but in general they are 
rooted in the prospective earning power. 

Q. All right. Now we’ll go again. I buy this million 
dollar plant down there, operating in a city. There is no¬ 
body else trying to get it. Nobody else wants it. And no¬ 
body else cares anything about it, except the owner and 
myself. 

I buy it. I pay him a million dollars for it. You would 
expect me also to take over whatever franchise and ease¬ 
ment rights he had in connection with that operation, 
wouldn’t you? 

A. Yes, sir. 

Q. In fact, you wouldn’t advise a purchase unless I did, 
would you ? 

A. That is right. 

Q. All right. Now, then, you determine, as you say, that 
the original cost of that property is $750,000. I believe you 
used an appraisal of $900,000, but we’ll say original cost of 
$750,000. 

I believe I can improve the service there and give them 
cheaper rates—pass on a cheaper rate—and bring about 
an economic and social benefit to that community. I do do 
that, and reduce the rates—give them a benefit—a real 
benefit. Would you say that the difference between my pur¬ 
chase price and $750,000—I mean purchase price of 
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$1,000,000 and original cost of $750,000, was tipd np 

3752 in franchise value, nuisance value or any other kind 
of value? 

A. I would say it was certainly tied up in prospective 
earnings, the chief element of which was the franchise [value. 

Q. Would it be any more or any less tied up with prospec¬ 
tive earnings than the right to the earnings from the physi¬ 
cal properties? 

A. Oh, yes. 

Q. Why so? 

A. There is much greater hazard associated with your 
intangible property than with your tangible property. That 
comes down to us, I suppose, from time immemorial. 

Q. What are they? 

A. Intangible is something you can’t see or touch; it is 
imponderable; it has no dimension; it is a speculative sort 
of thing; it is a risky sort of thing; it has no separate|exist¬ 
ence. While it isn’t a parasite, nevertheless it has no [exist¬ 
ence separate and distinct from the physical properties 
which you own. 

You can’t do business on good will in a public utilitjr busi¬ 
ness—good will by itself. You can do business with gene¬ 
rators, wires, transmission lines, and transformers, j Now, 
with respect to that intangible, you can’t issue bonds against 
it—you shouldn’t issue preferred stock against it. Itiis not 
good enough. It comes on the lowest scale of values. 

3753 I would protect you in that purchase price, if I had 
anything to do with it, over a period of years, the 

same as I would protect you in your purchase of your poles 
and your fixtures under the facts you have described; the 
benefits, and so forth. But I would never let you keep that 
intangible on the books fifty or more years, when the whole 
economic situation changes, and when the thing is gone. If 
there is any intangible arising at the end of that time, it is 
something else—something which had been paid for 
through an operating expense charged to customers. 

No, Judge, in order to protect you, I would say don’t keep 
it in your capital account. 

• • • • * • * 
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Q. Isn’t there any risk attendant to the right to prospec¬ 
tive earnings from the physical properties? 

A. In an electric utility? 

3754 Q. Yes. 

A. The answer is no. 

Q. There isn’t? 

A. I think, relatively speaking, of course, there is some 
minimum risk in everything. It seems to me that the risk 
associated with earning a fair return on the physical proper¬ 
ties of an electric utility reaches the very minimum. North 
Dakota passed a statute excluding intangibles from the 
rate base. The California Commission has just thrown 
out 100.5 in the Telephone Case. There are hazardous 
things; speculative things. 

Q. Then assume that, as it is true down in Arkansas, the 
municipality without conferring with anybody on the face 
of the earth, can build a competing system there, wouldn’t 
that be a risk affecting tangible property? 

• •••••» 

3755 A. It would affect your tangible properties, Judge, 
but it would affect your intangibles first. 

Q. It would affect your tangible properties? 

A. Yes, it would affect your tangible properties, but it 
would affect your intangibles first. 

• •••••• 

3761 Q. Mr. Smith, returning to the beginning of this 
reclassification proceeding for a short while, I believe 
in response to the general orders under the System of Ac¬ 
counts, the company filed the document here identified as 
Item A, which was a form of report. Is that correct? 

• •••••• 

Presiding Examiner: I have it described as the initial 
study of the reclassification filed by the company June 3, 
1940. 

Mr. Lasley: Yes, sir. 

The Witness: I believe that is right, Judge. Allow me 
to check it up later and correct my testimony if I find I am 
wrong. 
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3762 Q. Upon that report, your staff, or the staff of the 
Commission, after study compiled and filed what is 

shown in this record to be, I believe, Item B, “Arkansas 
Power and Light Company, Pine Bluff, Arkansas, Report 
on the Reclassification and Original Cost Studies of Elec¬ 
tric Plant as at January 1, 1937.” 

This report appears to have been dated March 20, 1943. 
Now, that is referred to as Item B, or sometimes as the 
original staff report. Is that correct? 

A. Yes, sir. 

Q. By this report, the full and complete or entire adjust¬ 
ments were not undertaken as to all of the properties, is that 
correct? 

A. That is correct. 

Q. This report, I mean Item B. 

A. That is correct. 

Q. Approximately, as reflected on page 32 of that report, 
$50 million was cast into the category of plant in process 
of reclassification? 

A. Yes, that is correct. 

Q. Now, on the basis of that report, a show cause order 
was issued, and the company filed a response. Is that Cor¬ 
rect? 

A. Yes, sir. 

3763 Q. That response I believe is Item C. Am I right 
about that? 


Presiding Examiner: I think that is correct, 
the response filed September 18, 1943. 


That yas 


Q. Now, upon the filing of that response, your men re¬ 
turned to Arkansas in connection with an audit of it, anc} as 
a result of that audit and field work, the supplemental staff 
report, which is Item D, I believe- 

Presiding Examiner: That is correct. 

Q. —was made up and filed. 

Presiding Examiner: September 26, 1944. 

The Witness: Judge, I am hazy about the additional 
studies made in Pine Bluff. I would have to refresh my 
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recollection of that matter. I could discuss it with my asso¬ 
ciates here. I just don’t recall what was done at that time. 

Q. You wouldn’t say they didn’t return to Pine Bluff and 
make additional studies? 

A. No, I would not say. My recollection is too hazy to 
permit me to make an answer. 

Q. Now, what was the purpose of this supplemental re¬ 
port, Item D ? What was the purpose of making it up ? 
3764 A. The purpose was to try to bring this matter to 
a head as quickly and as definitely as we could. 

Q. Is that the sole purpose of it ? 

A. That was the main purpose. There was a subsidiary 
purpose, in that the company was planning some financing 
and a good many questions were being asked the staff as to 
the status of the accounts of the company, and we endeav¬ 
ored to get out a report as quickly as we could to make the 
information available. 

Q. What was the purpose of setting forth the recom¬ 
mended adjustments in that report? 

A. The purpose stated in the report was to show the 
staff’s interpretation of the response and the results of the 
examining of that response in connection with the examina¬ 
tion of the books to show the amounts of adjustments as 
then appeared to be proper. 

Q. In other words, it advised the company of the excep¬ 
tions you took to its response ? 

A. Oh, yes, it was for the purpose of supplementing the 
original report and advising the company as to the views 
of the staff. 

• ###••* 

3766 Q. Mr. Smith, in your judgment what is the prudent 

3767 investment rate base for a public utility? 

• •••••• 

The Witness: In my opinion, a prudent investment rate 
base is the actual bona fide cost of property used and useful 
in the public service, less proper accrued depreciation with 
a reasonable allowance for working capital, and including a 
proper consideration of any intangibles which have been 
purchased by the company. 
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By proper consideration, I mean a study of the origin of 
the intangibles, what they represented, what was paid for, 
whether it was the nuisance value I mentioned yesterday, 
whether it was franchise value, whether it was territory, 
whether it was to exclude competition, and things of that 
nature. 


I agree with your position that where the public has bepe- 
fitted substantially from the payment for intangibles, I 
would include the purchase price in the prudent investment. 
I would insist upon amortization, and if it were an intangible 
of recent origin, I would allow the amortization as an 
operating expense. If the intangible were somewhat an¬ 
cient, I would make a study to determine how much 
3768 I thought should be charged to the past and how 
much should be charged to the future. 

That is a general answer, Judge. As you know, I could 
hold forth on that particular subject at great length, but 
I hope that is- 


Q. Are you familiar with or have you studied the order 
of the Arkansas Commission entered in Docket 225 there, 
and offered in this record and admitted in evidence as Ex¬ 
hibit 5 herein'? 

A. I am generally familiar with that document. 

Q. Are you familiar with the System of Accounts of the 
Arkansas Commission? 

A. I have a general familiarity- 

Q. I believe they are introduced in this record as Ex¬ 
hibit 2. 

A. I am generally familiar with the System of Accounts, 
although I do not have a detailed familiarity therewith. 

Q. The Arkansas System and the Federal Power Commis¬ 
sion’s System are substantially the same, aren’t they? 




3769 The Witness: I am disturbed about the word ‘ * sub¬ 

stantial”. There are differences which appear to me 
to be substantial in respect to some accounts. The bulk of 
the operating expense accounts and the plant accounts are 
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the same, but there certainly are some basic differences in 
respect to determining adjustment items. 

Q. Take Account 100.1, 100.2, 100.3, 100.4 and 100.5. Is 
there any difference in the two systems with respect to those 
accounts as to the nature of items to be classified therein 
so far as the text of the accounts and the instructions per¬ 
taining thereto are concerned? 

A. Yes, sir. 

Q. Which one of those accounts ? 

A. In respect to all of them, I would say, as far as deter¬ 
mination of original cost and the adjustment amounts are 
concerned. That System of Accounts permits offsetting 
which is not permitted, offsetting of original cost or re¬ 
statement of original cost against the adjustment items, 
which is not permitted by the Federal Power Commission’s 
System of Accounts, or the NARUC System of Accounts. 

Q. Now, so far as the reclassification made down 
3770 here, as evidenced by Exhibit 5, is concerned, that 
element didn’t creep into it, did it—the difference 
which you mentioned? 

A. Well, it is not in it in view of the stipulation which has 
been entered into. 

Q. I am now talking about the classification made by the 
state commission. 

A. Well, I say if you include the stipulation, I would say 
it is no longer present. Up until the time the stipulation 
was entered into, the question was present. 

Q. You mean that the stipulation settled original cost, 
and having done that the element that you referred to that 
might constitute a difference has passed now out of the pic¬ 
ture. Is that what I understand you to mean ? 

A. That is correct, yes, sir. 

Q. Then so far as Account 100.5 is concerned, there would 
be no difference between the two accounts, or systems, as to 
the nature and character of an item to be assigned there so 
far as the text and instructions are concerned ? 

A. Yes, sir, there could he a difference. 

Q. Could he? 

A. Yes, sir. 

Q. How? 
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A. Because the Arkansas Commission’s System of Re¬ 
counts has a definition of affiliation which is not in the Fed¬ 
eral Power Commission’s System of Accountants. 

3771 It is conceivable that some transactions which the 
Federal Power Commission would call write-ups, 

transactions between companies which are under the same 
domination or control, that those transactions would hot 
result in write-ups under the Arkansas Commission’s Sys¬ 
tem of Accounts because of its definition of affiliation. 

Q. What is there you can conceive of as in the Federal Sys¬ 
tem that might bring about a change or difference in the 
items assigned to Account 100.5 under the two systems?! 

A. It would chiefly at this stage be a matter of inforiha- 
tion or evidence, I believe, although that is subject to the 
qualification I mentioned a moment ago as to affiliation. 

Q. Now, the Federal system provides that cost to an affili¬ 
ate in the system first acquiring the properties shall be 
treated as cost of the accounting utility, is that correct, or 
have I made a fair statement of it? 

The Witness: I think that is correct, Judge, with my un¬ 
derstanding of your word “system”. By system you mean 
affiliated companies? 

3772 Q. Yes. 

A. That is right. 

Q. Isn’t that the same construction that the Arkansas 
order gave its System of Accounts on cost? 

A. That is the same construction the order gave. 

Q. Yes. 

A. But I say the definitions of affiliation differ. 

Q. All right. Now, then, since the order gave it that defi¬ 
nition, and construed the definition to mean that there is no 
difference between the amounts assignable to Account 100.5 
under that order and the amount—that is the Arkansas 
order, Exhibit 5—that would be assignable to Account 100.5 
under the Federal system, is that correct? 

A. Oh, yes, I think there is a difference. As I referred to 
a moment ago, I think if the Arkansas Commission had jhe 
evidence as to system cost which is now available, there 
would not be a difference because I think some of the 
amounts the Arkansas Commission classified in 100.5 they 
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would have classified, under their general principles as 
stated in the rate order, in Account 107. 

3773 Q. Yes, sir. But that is purely a matter of opinion. 
I am talking about the Systems of Accounts now, as 

a matter of principle, as to that order. I am not talking 
about evidence before either commission. 

A. I am talking about the matter of principle too. I am 
taking what the Arkansas Commission said in its order 
about transactions between affiliates. It used very strong 
language, as you know. 

Q. And that langauge places their System of Accounts, 
with that construction, on the same basis as the Federal sys¬ 
tem, doesnt’ it? 

A. I would still have to place a limitation on that as to 
the extent of the stock ownership, percentage of stock 
ownership, as set forth in the System of Accounts. 

Q. Is the percentage of stock ownership to bring about 
affiliates different in the two systems ? 

A. I think so. In the case of Arkansas—the Arkansas 
System of Accounts—it is an arbitrary percentage, as far 
as the Federal Power Commission is concerned, the question 
is one of fact, as to whether or not there is control. 

Q. That question of control doesn’t enter into the matter 
of the application or construction of either system in the 
Arkansas Power and Light case, does it ? 

A. I think it does. 

Q. Well, do you concede that in the matter of con- 

3774 trol any question was raised in the Arkansas case 
about control or affiliation? 

A. You are testing my memory now about the transaction 
between National and Electric in respect to the securities 
of which four million dollars was assigned as the value, and 
I am not quite clear as to the discussion of that matter, if it 
was discussed at all, in the Arkansas Commission’s order. 

Q. The classification made by the Arkansas Commission 
might as well have been made under the Federal Power 
Commission System of Accounts, could it not, so far as the 
results were concerned, leaving open only the question of 
difference of opinion that might exist with respect to the 
classification of items in Account 100.5? 

• •••••• 


The Witness: As to the difference of opinion, the only 
difference that I know of, in view of the stipulation which 
has been entered into, is in respect to affiliation where an 
arbitrary percentage of stock ownership is defined as an 
affiliation in the Arkansas Commission’s order. But 

3775 more important than that is the question of factsj I 
don’t know how the Arkansas Commission would 

have classified the Little Rock acquisitions, Arkansas Cen¬ 
tral acquisitions, had it had presented to it the evidence that 
the Federal Power Commission staff now has. 

• *••*•* 

Q. Mr. Smith, suppose the official or basic corporate ac¬ 
counts of the company should be left as now adjusted 

3776 under the order of the State Commission, and the 
$6,247,200.04 involved in this proceeding were left re¬ 
corded in Plant Account 100.5, now, based on your experience 
in the enforcement of the Federal Power Act, and as an 
accountant, why would not those records be as useful dnd 
serviceable to the Federal Power Commission as if the 
amount in Account 100.5 were eliminated from the books 
by charge-off or amortization ? 

A. They would not be as useful to the Federal Power 
Commission because the company would not get in the sound 
financial position that the Federal Power Commission Sys¬ 
tem of Acoounts and the Act back of it require, in nav 
opinion. In other words, the System of Accounts has more 
of an objective than merely the supplying of information. 
Its purpose among others is accounting and financial con¬ 
trol to help to get these companies in sound financial 
condition. 

Q. Yes, sir. 

A. As you know, I think the System of Accounts is in a 
considerable measure responsible for the electric utility In¬ 
dustry now being in the soundest financial condition in its 
entire history. 

Q. Now, the Federal Power Commission has no jurisdic¬ 
tion over capital structure or security issues of this com¬ 
pany, does it? 

A. It has no jurisdiction as to approval of the 

3777 securities of this company. 
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3778 Q. Yes, sir. Now, whether that amount is left 
recorded on the books of the company or not, that 

is, the $6,247,200.04 is left recorded in Account 100.5 as it 
is now recorded, would that have any effect on rate regu¬ 
lation—the regulation of rates of electric energy sold in 
interstate commerce? 

A. It may have, Judge, yes. 

Q. In what way? 

A. In this way. As long as a company has a small 

3779 surplus, and has a substantial item in acquisition 
adjustment account, as a practical matter, even 

though you would feel the rates ought to ignore the intan¬ 
gible—as a practical matter, sufficient revenues have to be 
allowed the company to maintain its capital and permit 
it to borrow money, and so that is a practical consideration 
which comes into all these cases where you have the acqui¬ 
sition adjustment still on the books. 

Q. Then, upon the theory that you would have to take 
into consideration the amount recorded in 100.5 in estab¬ 
lishing rates for the sale of energy in interstate commerce, 
rather than do that you would just take it out of the books, 
is that your theory? 

A. No, that isn’t my theory at all. 

Q. Well, I believe you said that if it was left there, you 
would have to give sufficient rates to maintain the integrity 
of the capital, was that your statement ? 

A. You would have to allow sufficient earnings to enable 
the company to attract capital to make the necessary im¬ 
provements to its business and continue in business. 

Q. Yes, sir. Now, if that amount was left recorded there, 
would you have to give consideration to it in fixing rates 
for electric energy in interstate commerce? 

A. You would have to determine whether or not it is 
associated with your interstate business first, and 

3780 if it is associated with interstate business I think 
you would have to give it consideration. I am sure 

you would. An issue would be raised and you would have to 
give it consideration. I don’t know if charging it off com¬ 
pletely would remove it from consideration, but I know as 
long as the item is there, as long as you have a small sur- 
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plus—a surplus, say, which is smaller than the acquisition 
adjustment—you have a practical problem as to return, 
which must be considered. 

Q. What if the surplus be equal to or greater than the 
acquisition adjustment? 

A. If it is greater than the acquisition adjustment you 
would have more freedom in the matter. 

Q. And would you necessarily pay less attention to {lie 
acquisition adjustment account ? 

A. Well, speaking again from the practical viewpoint, 
you would not have to give the same consideration to an 
intangible where the surplus is many times the intangible, 
such as in the case of General Motors, where you have |an 
intangible of fifty million dollars and surplus of eight hun¬ 
dred million. 

Q. Yes, sir. 

A. It becomes- 

Q. Now, if it were a fair value rate base, what woijild 
you say about the question of whether the intangible would 
have to be recognized or not—left recorded on the 
books ? 

3781 A. I presume on a fair value rate base, according 
to the strict theory, you would ignore what is on t|be 
books and get on the fair value of the property. 

Q. Suppose the rate base is original cost—that has be¬ 
come a principal element in it—I mean original cost as now 
defined in the Uniform System of Accounts, what would ypu 
say with respect to this item? 

A. Judge, I don’t understand what you mean by principal 
element. 

Q. All right. Well, take original cost. You are going to 
establish original cost rate base, a basis for our earnings. 
Of course you would go to the item of original cost. You 
might have a theory of deducting from it the reserve; some¬ 
body else might have a different theory; but where original 
cost, rather than fair value, is a basis of establishing a rajte 
base, you might have many deductions from regular cost^- 
you might have additions to it—but it nevertheless would pe 
the principal element in the rate base. That is what I 
mean, Mr. Smith. 
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A. Well, my answer would depend upon the other ele¬ 
ments. It would depend upon the result which you would 
get and not upon the elements themselves. 

Q. No. I asked you, using the original cost as a principal 
element of a rate base, would you have to give considera¬ 
tion—I mean original cost—would you have to give 

3782 consideration to the acquisition adjustment account 
if it remained on the hooks'? 

A. Well, your question seems to answer itself, Judge. 
If you use original cost, that is it. I’ll go beyond that and 
say even though the law prescribes an original cost rate 
base- 

Q. Yes, sir? 

A. —if you have a small surplus account, a large acqui¬ 
sition adjustment account, a commission, as a matter of 
practice—not as a matter of law or theory but as a matter 
of practice—would have to look at that and give it some 
consideration in order to permit the company to attract 
capital. 

Q. Would you give it weight? 

A. Under those circumstances, you would have to give 
it weight probably in the rate of return. 

Q. In the rate of return? 

A. Right. 

Q. Why would you ? 

A. For this reason, if the company which is on original 
cost rate base has a large acquisition adjustment, so that a 
fair return on the original cost rate base will leave little or 
nothing for common stock, then quite obviously the com¬ 
pany cannot sell more capital stock on the proper terms 
and conditions to enable it to get the money to finance im¬ 
provements. That is a serious situation, and the 

3783 Commission would have to consider that kind of a 
situation in fixing rates. 

Now, it may have to allow a higher rate of return than it 
would normally allow in order to permit the company to 
raise the capital funds necessary to expand its business. 

Q. You said a minute ago, as I understood you—and if 
I did not accurately understand you, please correct me, 
Mr. Smith—that in a fair value rate base yon would not 
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pay much if any attention to the books. I believe the expres¬ 
sion was disregard them. 

A. Are you asking me what I would do under those Cir¬ 
cumstances? 

Q. No, I am asking you if that is not what you said a 
while ago. 

A. No, Judge, I don’t think I said I would do that. If I 
did, I would like to clarify my answer this way. I firmly 
believe that as a practical matter in the regulation of rates, 
you just can’t get away from the capital structure of'the 
company too far, because you almost always have to allow 
the company sufficient return to keep it from going into 
bankruptcy. That means you have got to give some Con¬ 
sideration to capital structure. 

Q. Yes, sir. But you frequently run into many items 
set up in capital structure that you give no weight t(j> in 
determining the rate base, do you not? 

3784 A. Under the fair value theory? 

Q. Under the fair value theory. 

A. You are speaking now of me or are you speaking of 
the general practice ? 

Q. I am speaking about what is general proper practice. 

A. Well, the general practice under fair value is to ignore 
the books pretty much, and make an estimate of the Jfair 
value of all the properties used and useful in the public 
service, and sometimes an intangible known as going con¬ 
cern value. 

Q. Now, then, when you come to establishing a value for 
a rate base on original cost, instead of fair value, why do 
you have to pay any more attention to the books than l you 
would under the fair value theory? 

A. You get your original cost from the books. 

Q. Yes, sir. But that is the mere place of getting the 
valuation, isn’t it? 

A. That is the place where you get your information. 

Q. Information as to valuation? 

A. Well, original cost, to my way of thinking, is not val¬ 
uation, Judge. Original cost is original cost. 

Q. It is a value, isn’t it? 

A. No, I don’t like to confuse cost and value. To my way 


1396 


of thinking, original cost is best confined to the term 

3785 “original cost”. It is original cost. It is not 
value, Judge. 

Q. Yes, sir. 

A. I never in my life have testified that cost and value 
were synonymous. 

Q. Were synonymous? 

A. No, sir. 

Q. Take a public utility for which a rate base has been 
established which is measured by the rate regulatory author¬ 
ities’ judgment as to what constitutes prudent investment. 
Where would you, as a public accountant, expect to find the 
evidence of that rate base and the material from which it 
might be checked? 

A. As a public accountant, under the limitations you have 
mentioned, Judge, I would naturally go to the Commission’s 
order. 

Q. All right 

A. Suppose, Judge, I should state that if there are other 
commissions involved—another State commission were in¬ 
volved or a Federal agency—naturally that would go beyond 
that, but I understood your question was limited to the one 
regulatory authority having jurisdiction over the company. 

Q. Yes, sir, that is what I was alluding to. Now, suppose 
that that order establishing a rate base set up a formula 
for the periodic adjustment of that rate base, and 

3786 that formula was based upon accounts set up in the 
regulatory authority making the order’s System of 

Accounts, and you are called to determine what that rate 
base is several years after the order is made. Where would 
you expect to find the data and information for determining 
what that rate base was at any particular time ? 

A. I would start with the Commission’s order, and I 
would make an audit of the books. 

Q. Would you expect to find the statistics from which you 
could determine that rate was in the company’s books? 

A. I would expect to find the information which would 
enable me to compute the rate base from the company’s 
books. 

Q. From the company’s books? 
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A. The books might be right and they might be wrong, 
but I would expect to be able to get the information from 
the books and records of the company. 

Q. What books are you talking about when you pay 
“books”? 

A. All the books and records of the company. 

Q. Are you talking about the official or basic corporate 
accounts ? 


A. Well, Judge, I don’t like the term “official”. That 
does not mean anything to me. 

Q. Well- 

A. Accountants speak just of general books of 
3787 account and refer to their general hooks of account. 

Q. As an accountant, you don’t like the word “Offi¬ 
cial” in referring to corporate accounts? 

A. The word “official” has a legal connotation. 


Q. Well, what about fundamental or basic corporate 


ac¬ 


counts ? 

A. I think they are general corporate books of accounl 


Q. All right. Would you expect the evidence of the bate 


base to be recorded in those general or fundamental or 
basic corporate accounts ? 


A. I would expect the information from which I could 
compile a rate base to be recorded in those books, but—— 
Q. Explain that. 


The Witness: I don’t believe you can just accept book 
figures without audit as being the rate base or being ahy- 
thing else. You get the books, with any mistakes that there 
might be in them, and you take information from those 
books. I don’t know as I have ever taken the book accounts 
just as they appeared in the books and said “This is the 
rate base.” Certainly that is not our general experience. 
You have to make adjustments. 

A rate base is not, to my mind, such a thing tjhat 
3788 you ought to go right to a page in the ledger and say, 
‘ ‘ This is it ”. It ought to receive more consideration, 
I believe, than such a rule of thumb practice. 


Q. If the rate base is bottomed to prudent investment, 
would your answer still apply? 
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A. It would still apply because there can be all sorts of 
mistakes in the books, purposeful and otherwise; innocent 
mistakes—for example, there can be a failure to take proper 
depreciation, which would be a very serious thing, to my 
way of thinking. I would want to study the entire situation, 
Judge, before I came to a conclusion. 

Q. Where would you expect to find the investment, if 
they had a prudent investment rate base—where would 
you expect to find that investment? 

A. I would expect to find the information from which I 
would make my determination in the books and records of 
the company. 

Q. Well, now, I want to know what you mean by books 
and records of the company. 

A. If the company kept a single entry set of books, I 
would- 


3789 The Witness : I would go to their single entry books, 
their ledgers, their journals, and their subsidiary 
records and documents, and work up my answer. If they 
kept a double entry set of books I would do the same thing. 
I would not accept any ledger accounts, but I would go to the 
general ledger, and I would go to the subsidiary ledgers, of 
which there may be a number. 

I would also check as many of the thousands of accounts 
which a normal company keeps as I thought would be ap¬ 
propriate. I would check their vouchers and their journals 
and all other documents which enter into the calculations 
as far as I deemed was necessary or appropriate. 


3792 Q. Assume a public utility organized under the 
laws of the State, doing business solely in that State, 
and for which a State commission which has jurisdiction 
over more than ninety percent of the gross revenue of the 
company, and the rates producing that revenue, has estab¬ 
lished a prudent investment rate base, and has directed to 
be recorded in Account 100.5 some amount of an acquisi¬ 
tion adjustment. Assuming further another regulatory 
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commission, having jurisdiction over less than ten 
3793 percent of the company’s revenue, and the rates pro¬ 
ducing that revenue, from a practical standpoint, 
and irrespective of the regulatory rate philosphy as to 
rate basis enforced by the second Commission, would Jyou 
say the fact that the acquisition adjustment remaining upon 
the books of the company would interfere with establish¬ 
ment of proper rates for which it be paid, and would produce 
less than ten percent of the revenue? 

A. You are confining your question now solely to rate 
regulation? 

Q. Yes, sir. 

A. I think under such circumstances the information 
would be available for both States to regulate as they paw 
fit. Of course I don’t think that is the main purpose of the 
System of Accounts. 

Q. Now, just a minute. I didn’t ask you about that. Please 
confine your answers to my questions. 

You think then that the books would reflect—that is now 


the general fundamental corporate books of account—would 
reflect the information insofar as rate regulation is Con¬ 
cerned, that it would be ample for both companies—I mean 
both commissions? 


A. Yes, sir, if they kept the old 1922 System of Accounts, 
it probably would be ample for that purpose, or if they 
kept any reasonable double entry system of accounts it 
would be adequate for that purpose. As long as they 
3794 kept the system of accounts and had the information, 
it would be adequate for the purposes mentioned. 



Q. Mr. Smith, would the income account of the respond¬ 
ent, if kept in accordance with the System of Accounts ot the 
Arkansas Commission, Exhibt 2, be as useful to the Fed¬ 
eral Power Commission as the account would be if kept 
under the Federal Power Commission system? 

A. Would be as useful to the Federal Power Commission? 

Q. Yes, sir. 

A. You mean in respect to rate regulation? 

Q. Yes. 
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A. My answer is no, according to my understanding of 
usefulness, because it would fail to accomplish the pur¬ 
poses of the Federal Power Act, as shown by the history of 
that Act. 

A. I am talking now from the standpoint of practical 
operation and enforcement of the Act. 

A. To the extent- 

Q. Practical operation under the Act. 

3795 A. To the extent of giving the Commission infor¬ 
mation which it could use in, say, rate regulation, it 

would give it, but a company which was insolvent through 
watering its accounts and paying out dividends from capi¬ 
tal, and so forth, would be in the same boat. It could give 
an income statement which would supply the information, 
but that would not supply the objectives of the regulation 
by the Federal Power Commission. 

• •••••« 

Q. An insolvent company might keep accounts under 
your system just the same as it could under any other 
system, couldn’t it? 

A. I don’t think a company would become insolvent under 
our system. 

3796 Q. That wasn’t the question. I asked you if an 
insolvent company couldn’t keep accounts under 

your system as well as under the Arkansas system. 

A. That is true. 

••••••# 


The Witness: But one of the objectives of the Federal 
Power Commission System of Accounts is to get utilities in 
strong financial condition. 


3797 Q. Take the operating revenue accounts, if kept 
under the Arkansas System of Accounts, would they 
be as serviceable to the Federal Power Commission as if 
kept under its own System of Accounts ? 

A. It seems to me they are the same, Judge. 
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Q. They are what? 

A. I believe they are the same under both Systems of 
Accounts. 

Q. That’s right. And the income account is the same 
under both systems, is it not? 

A. You mean the form of the income account? If you do, 
the answer is yes, but the substance can differ. 

Q. The form of the account and the account numbers is 
the same, is it not? 

A. I believe so, but that goes again to the form, the 
account number is part of the form. 

Q. And the character and nature of entries to be made 
in those income account numbers is the same in the two 
systems, isn’t it? 

A. No, I wouldn’t say so. I would say not. I would say 
that under one System of Accounts you may ha'fe a 

3798 certain surplus; in the other system of accounts you 
may not have a different surplus; and that may lead 

to the payment of dividends out of capital, which the 
System of Accounts designed by the Federal Power Com¬ 
pany is intended to prevent. 

Q. You are talking now about the enforcement of the 
accounts and not the Systems of Accounts themselves, j are 
you not? 

A. I am talking about the practice under the Systems 
of Accounts. 

Q. The practice under the Systems of Accounts? 

A. Call it enforcement, if you will, but it is much more 
than enforcement. It is the practice by the companies 
themselves. 

Q. Now, the operating expense accounts of the respond¬ 
ent, if they were kept under the Arkansas system, would 
they be as servicable to the Federal Power Commission as 
the accounts would be if kept under the Federal Power Com¬ 
mission system? 

• ••••• i 

3799 The Witness: As I understand your question, 
Judge, the accounts are the same, so that being the 

same they would be just as serviceable to each other as 
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if you followed either one of the systems. In other words, 
the accounts of the Arkansas Commission would be equally 
serviceable to the Federal Power Commission, and the 
accounts of the Federal Power Commission would be 
equally serviceable to the Arkansas Commission. It would 
be the same. That is the answer. 

Q. Yes, that is true. That is true throughout the 

3800 entire System of Accounts, isn’t it? 

A. As to form? 

Q. As to form. 

A. Yes, sir. 

Q. And the only difference might arise as to opinion 
or the exercise of discretion or that some items ought to 
be out—one commission having the view that it ought to 
be out, and some other commission having the view that 
it shouldn’t be out—that is the only difference, isn’t it? 

A. It is much more fundamental than that. Under the 
Federal Power Act this company cannot pay dividends 
out of capital. If it does not follow the Federal Power 
Commission System of Accounts, it may do so if- 

• •••••• 

The Witness: I was stating that as an accountant, I, in 
determining surplus, which is one of the main accounts of 
any company, that I would have to take cognizance of all 
laws which affected the company. 

3801 Q. That is right. 

A. Whether two or more States, or Federal and 
State, and so forth. 

Q. Yes, sir. And if you happened to find the laws of 
the various authorities were the same, why, there wouldn’t 
be much difficulty arise, would there? 

A. I would have no problem at all as far as the legal 
aspects are concerned. 

Q. That is right. Now, Mr. Smith, do generally ac¬ 
cepted accounting principles and practice require the 
amortization or charging off of unlimited term intangibles ? 

A. You are emphasing the word “require”? 
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Q. Yes, sir. 

A. I think they do in the public utility field, because I 
think your generally accepted principles of accounting 
have their foundation or their greatest significance in wljiat 
is applied by the accounting authorities in the public utility 
field. I would not reply exactly in that vein in respect to 
industrials. 

Q. Do you draw any distinction between a regulatory 
practice and principles and practices of accounting? 

A. Generally, I do not, except where they stem from reg¬ 
ulatory policies and procedures, regulatory philosophy. I 
think it is fundamental that intangibles of a public utility 
be amortized from the viewpoint of sound regulation 
3802 and sound public utility accounting, because other¬ 
wise we deal in the vicious circle that Mr. Bell spoke 
about, so I do make that distinction. 

In the industrial and commercial fields generally, com¬ 
petition takes care of these matters, but in the monopoly 
field in which utilities find themselves, competition would 
not prevent the intangibles of the horse car era from be¬ 
coming intangibles of the bus transportation era. Regula¬ 
tion must do that job. That is where I make a distinction. 

Q. Yes, sir. 

A. On the one hand competition is the regulator; on the 
other hand you have regulatory bodies which must seek 
to accomplish the same ends. j 

Q. Then it is your view that insofar as public utilities 
are concerned, accounting principles and practice must 
recognize regulatory philosophy and practices, is that cor¬ 
rect? 

A. They must be consonant with them. I would put it 
this way, that if you have a regulatory practice which was 
dead wrong, I, as an accountant, wouldn’t say that you 
ought to certify that it was right. 

Q. Well, now- 

A. But where the regulatory practice conforms to what 
is sound and proper and it does not transgress something 
which is dead wrong, yes, I think it must be followed. 
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3803 The Witness : That is not a good expression. Per- 

3804 haps I had better correct it. As long as it doesn’t 
follow a principle which is dead wrong. 

Q. Yes, sir. Then who is to determine whether the 
principle that the regulatory authority invokes is dead 
wrong? 

A. I think the public accountants will determine it for 
themselves. I think the States will determine it for them¬ 
selves. And I think the Federal Power Commission would 
determine it for themselves. I don’t see how you can have 
one czar or one dictator determining this for everybody 
for all purposes. 

Q. Would you, as a public accountant, qualify your state¬ 
ment, because you were of the opinion that the regulatory 
authority was wrong—I believe “dead wrong” was the 
expression you used. 

A. Yes. 

Q. As to the ratebase philosophy. 

A. Oh, excuse me. A public accountant has nothing to 
do with the rate base philosophy. 

Q. Well, then, with the accounting records and the ad¬ 
justments in them. 

A. Judge, if I found accounting records were wrong, 
you could never pay me to certify they were right. 

Q. I asked you, in your judgment, who determines whether 
they are wrong or not—the Commission or you? 

3805 A. I can apply my judgment to anything that I am 
asked to affix my signature to. 

Q. You are going to apply your judgment? 

A. Yes, sir, that is the only thing I can do. 

Q. And if you thought a regulatory order with respect 
to adjustments in accounts was wrong, you would qualify 
it, and say so, is that right? 

A. Yes, sir, in respect to accounts. 
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Q. Yes, sir. 

A. If I am a public accountant passing on those accounts, 
if I didn’t agree with what was done, and if I thought it was 
wrong, I would certainly have to say so. 

Q. You mean accounting-wise and not rate-wise? 

A. Yes, sir. 

Q. That’s right. Now, is there any difference, in your 
opinion, whether an asset is depreciated or amortized as 
an operating revenue deduction or as an income deduction? 

A. There is a difference, as a matter of reporting infor¬ 
mation. Depreciation, by universal practice, is treated as 
an operating expense; amortization of intangibles is, by 
universal practice, or almost universal practice, I should 
say, charged to surplus or to the income section of the in¬ 
come statement. You have a few departures from tliat, 
but that generally has been the practice. 

Q. You say it is an almost universal practice to 
3806 amortize as to income deduction. What, in your 
judgment, does it take to make a universal—an Al¬ 
most universal—practice ? 

A. Well, it has been the overwhelming practice outside 
the public utility field to charge it. 

Q. Wait a minute. We are talking about utilities npw, 
Mr. Smith. 

A. I will come to utilities. 

• •••••• 

3823 Q. We were discussing the effect of regulatory 
practice on accounting practices and principles, I 
believe, just before this matter of argument recently con¬ 
cluded was started. 

Is there any general regulatory practice that you know 
of outside of the practice of the Federal Power Commissipn 
requiring intangibles to be written off against income? 



1406 


A. Yes, I think there is, Judge. I am sure—of course 
there is. 

Q. Against income? 

A. Yes, indeed. 

Q. Now, that is prevailing with state commissions? 

A. Are you limiting it now to state commissions ? 

Q. I said excluding the Federal Power Commission. 

A. Yes, but I have in mind other regulatory agencies 
beside state commissions and the Federal Power Commis¬ 
sion. I have in mind the SEC, the FCC and the ICC, all 
of which use the income statement. 

Q. Except Federal agencies. 

A. The answer is still yes. 

Q. That is a general practice? 

A. That is the practice of the Wisconsin Commission to 
charge it off—an intangible, and the Georgia Commission in 
the Georgia Power Company case a month or two 
3824 ago made the very positive statement, it must be 
charged—amortization of the intangibles must be 
charged to 437. 

Q. All right. You mentioned Wisconsin and Georgia. 

A. Oh, there are others. I can’t go down the list of 
others. I know that the California Commission has taken 
that view, at least in one case. 

Q. All right. That is three out of about 46 commissions. 

A. I am not speaking of just the other 46, Judge. The 
practice varies as to the others. 

Q. The fact of the business is, Mr. Smith, you know more 
state commissions are requiring it to be amortized or permit¬ 
ting it to be amortized through 505 than 537, don’t you? 

A. I don’t know that, Judge. It may be a fact, but I 
don’t know that to be true. 

Q. You don’t know that? 

A. No, sir. 
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Mr. Wine: Mr. Examiner, may I interrupt right there 
to ask or inquire whether Mr. Smith is referring to amounts 
classified in 100.5? 

The Witness: Yes, sir. 

Mr. Wine: Not 100.7? 

The Witness: No, you are right, Account 100.5. 

Q. You don’t think that the two or three or even four 
commissions would establish a general practice, do 
3825 you? If they acted in accord, would that establish 
a general practice? 

A. Well, it may or it may not. It would depend upon 
the number of companies that they have under their juris¬ 
diction. If you take the ICC, the FCC—Federal Communi¬ 
cations Commission, and the Federal Power Commission, 
as far as the public utility industry is concerned, I think 
that pretty well covers it. 

Now, as to the other state commissions, their practice 
varies. If you try to take the number of commissions and 
determine what they do, I can’t answer that question at 
this stage. I may be able to get some information on it for 
you, Judge, but I don’t know the answer now. 

Of course we are speaking, I understand, between the 
use of Account 505, which is in the operating section of 
the income statement, and Account 537, which is in the non¬ 
operating section. My answer was based upon that prem¬ 
ise. 

Q. Yes, on that. Has the Federal Power Commission 
had before it any case in which the amount has been de¬ 
termined by the state commission and required to be Re¬ 
corded in 100.5 and has been included in a prudent invest¬ 
ment rate base? 

A. I think the Federal Power Commission- 

Q. Yes, sir. 

A. I think, yes, directly and indirectly probably on a 
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number of occasions—I -will take it back. You are still 
speaking of prudent investment rate base! 

3826 Yes. 

A. I recall one offhand, the Louisiana Power and 
Light Company case. I recall a number where the value 
found by the Commission was more than the cost of the 
tangible property, and including the intangible. They were 
fair value cases, but you test my memory to recall the rate 
base. 

Q. You mentioned Louisiana Power and Light. At the 
time the Federal commission made its order in that case, 
there had been no state order made, had there? 

A. The state commission concurred, I believe, in the Fed¬ 
eral Power Commission’s action at the time. We discussed 
the matter with the state commission, as I recall the situa¬ 
tion. 

Q. The amortization in Louisiana is through 505, isn’t 
it, under the state commission? 

A. That is correct. Of course, as far as 505 and 537 
are concerned, there is very little in the way of an account¬ 
ing principle involved. I think it is better reporting to 
show amortization of intangibles through 537. 

Q. Is the effect of it the same? 

A. The effect? 

Q. Yes. 

A. Sure, the effect on net income is the same. The effect 
on giving information to stockholders and others is the 
same. I think it is a little bit better to show it in 

3827 537, because when you purchase intangibles, you are 
purchasing future earnings, and it appears to me 

that you ought to have a statement of those earnings before 
applying the amortization of the purchased intangible. 

I think it gives you more information. As far as the 
results are concerned, the net profit is the same under either 
system, either basis. 





Q. It is? - I • 

A. As far as accounting- 

Q. Whether it is under 505 or 537 ? 

A. Oh, yes, yes. 

Q. Well, 505 is an operating expense, isn’t it? 

A. It is in the operating expense section. 

Q. Isn’t it an operating expense? 

A. No, it is technically not an operating expense, Judge. 
Operating expense is different. It is a separate item above 
what we know as the line of return. 

Q. Of return? 

A. That is right. 

Q. All right. Now, then, do you say that a charge above 
the line of return has the same effect on net income as a 
charge below the line of return? 

A. Yes, you are talking about accounting now, yes. 

Q. All right. Now, let’s do this: suppose a rate base is 
established and the rate of return is fixed by the state 
3828 commission. Now, take that into consideration. And 
the company is only allowed to earn 6 percent below 
the line of return. 

Now, would a charge of this through Account 505 have 
the same effect on net income remaining as through 587? 

A. WTiy, accountingwise it would, and I think you are 
mixing up rate making with accounting. 

As far as accounting is concerned, the fact that you put 
it in 505 doesn’t mean that you have to allow it in the rate 
base. The fact that it would be below the line doesn’t mean 
it would be disallowed. 

Under some systems of accounts, income tax is shown as 
the very last item on the income statement. Well, I know of 
no commission which disallows income taxes, proper in¬ 
come taxes, as an expense for rate making purposes. 

The position of the amortization is certainly not controll¬ 
ing for rate making purposes, in my thinking. 
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Q. Well, would you have the same surplus, the same 
earned surplus to carry over if it was charged below the line 
as you would if it was charged above the line? 

A. Precisely the same. The position of the item in the 
income statement has no effect whatsoever or net profits. 

Q. A proper charge to 505 or through. 505, whether in 
your judgment it should be allowed as an operating ex¬ 
pense? 

A. Whether it should be, you say? 

3829 Q. Yes, sir. 

A. You mean in fixing rates? 

Q. As an operating expense. 

A. Well, in my judgment the amounts charged to 505 
should be studied thoroughly and allowed or disallowed de¬ 
pending on the facts. 

Q. I didn’t ask you that. I said assume a proper charge 
through 505, Mr. Smith. Now, we assume that you make this 
study and you reach the consclusion that it is a proper 
charge. Should it be allowed as an operating expense? 

A. In the fixing of rates? 

Q. Yes, sir. 

A. Well, if I made the study, I would determine whether 
it is a proper charge in fixing the rates. The position in 
the accounts would not be controlling, Judge. Is that the 
answer? 

Q. Wait a minute. You determine it is a proper charge 
and it ought to go to 505. Now you come to fixing rates. 
Would you allow it as an operating expense? 

A. Oh, the fact that it is in 505 would not be controlling, 
in my way of thinking. 

Q. Well, you haven’t answered my question. I said that 
it was in 505, and properly there based on your determina¬ 
tion that it should go to 505. 

Now, should it, the 505 item, be allowed as an op- 

3830 erating expense in fixing rates? 

A. The fact that I came to the conclusion that it 
should go to 505 would indicate that I considered the amount 


Q. After- 
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The Witness: -1 considered the amount as pertaining 

to structual value and not to intangibles, and therefore I 
would consider the question as to whether that structural 
value under all the circumstances should be a proper charge 
to rate payers or not. 

Let me give you an example. You have got a big company 
in the District of Columbia with a $100,000,000 plant. The 
structural value of that plant may be $125,000,000. If an¬ 
other company were to buy it and pay $125,000,000 for that 
property and put $25,000,000 in Account 100.5, being struc¬ 
tural value, the amortization under accepted principles of 
accounting should go through Account 505, but I am not 
sure that the rate payers of D. C. just because of that change 
in ownership should be burdened with a $25,000,000 eftra 
charge. I would have to study that matter regardless of 
accounting. 

Q. Suppose you made a study of the situation, or jjust 
assume that you do, and that you have determined th^t it 
was an intangible, that it was of such a nature and character 
that it resulted in great benefit to the rate payers, 
3831 and that you came to the conclusion that the company 
was entitled to a return of and a return on that in¬ 
tangible. Having reached those conclusions, you would 
amortize it through 505, wouldn’t you? 

A. I believe I would be inclined to do so, Judge. I think as 
a matter not of accounting principles, because I think the 
accounting principles would ordinarily go the other tyay, 
but I think as a matter of reporting information I would use 
505. 

But let me make it clear, just as clear as I can, that when 
you put items in an income statement, you are putting tljiem 
there for reporting purposes, and there is no sanctity or 
there is no set and dried principle of accounting that Con¬ 
trols reporting. 

If you read the business magazines or accounting maga¬ 
zines over the last ten years, you would know that there 
has been hundreds and hundreds of pages devoted to re¬ 
porting income in a way that laymen can understand it. The 
Caterpillar Tractor Company has been written up in all the 
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magazines for its great innovations where it got a news¬ 
paper man to show how the income statement should appear. 
There is no accounting principle involved there. 

Q. But I am asking you now, based upon your judgment, 
you are here advising this Examiner and Commission what 
they ought to do, and let’s get along with the advice. 

3832 I believe you said that you thought under the cir¬ 
cumstances assumed by me in my question you would 

amortize the item through 505. Am I correct? 

A. That is right. I said I had some qualifications, and one 
of the qualifications I should also mention is the attitude of 
the National Association of Railroad and Utilities Com¬ 
missioners, particularly its Accounting Committee. That 
Association did not want the Federal Power Commission to 
use Account 505 for fear we would embarrass state commis¬ 
sions, and I have tried to play ball with that Committee. 
Now, there is one case which I have in mind where I recom¬ 
mended Account 505, but the state commission kicked over 
the traces, and would not go along. That was in a recent 
acquisition case and not this old stuff we are talking about 
here, but a current acquisition case where I thought 505 
was a proper account, but the state commission objected 
so vociferously that the Commission decided to go along 
with 537. 

Q. I understand that you would amortize it through 505. 
Now, then, after making that provision, it becomes neces¬ 
sary to establish rates. 505 is a charge to operating ex¬ 
penses, isn’t it? 

A. I thought a moment ago you were asking me to first 
determine it was an expense for rate making purposes, and 
that was the basis of my answering put it in 505. 

Q. That is right, and 505 is an operating expense, 

3833 isn’t it? 

A. It is not an operating expense, technically, 
Judge; it is above the line of return. But you will find, 
if you look in the income statement in the book you have in 
your hand, you will find operating expenses are set out 
separately. 

Q. Shouldn’t it be a deduction from revenue before allow¬ 
able return on the rate base is determined? 
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A. That is a question of rate making. The fact it is 
in the accounts that way does not control for rate making 
purposes. I could never recommend, Judge, and you 
wouldn’t ask me to recommend, just because something is 
in the accounts a certain way, that the Commission must 
blindly follow that in fixing rates. It shouldn’t do it;, of 
course. 

Q. Going back to the previous assumptions that it wap an 
item upon which the Company—and you had determined 
that fact—was entitled to a return upon and a returii of, 
what would you say about it going in above the line? 

A. I said I would put it in Account 505, assuming now 
that the Commission that I represented has exclusive juris¬ 
diction, and some other commission didn’t want it handled 
some other way, because where I mentioned before that one 
state commission said it would be embarrassed if the Fed¬ 
eral Power Commission used 505, I was satisfied to use 
Account 537. 

Q. All right, now, assume you didn’t represent any <iom- 
mission, but you, as a certified public accountant and 
3834 consultant, were called in by the company to advise 
it what it should do in connection with this item in 505. 

A. This is an intangible ? 

Q. It is an intangible, and you determined that it ;was 
of great benefit, and the regulatory authority determined 
it was of benefit to the rate payers, and that the company 
was entitled to a return of and a return on, and the regu¬ 
latory commission directed the amortization through 505. 

Now, the company calls you in as a certified public ac¬ 
countant to advise it whether it should put it above the line 
or below the line in making up a statement as to what it 
ought to have as a fair rate ? 

A. I am representing the company? 

Q. Yes. 

A. Oh, I would probably put it in 505, but let me make 
it clear that I would certify to the statement whetheg it 
was in 505, whether it was in 537, or charged to surplus, 
as far as general accounting principles are concerned.! 

Q. I am not asking what you would certify. I am asking 
you what you would advise the company to do with ijt in 
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making np a statement as to the amount it would have to 
have in revenue to give it a fair return. 

******* 

3837-38 Q. Mr. Smith, will you give us your definition of 
“integration” as used in connection with public 
utility systems? 

3839 The Witness: My understanding of the term 
“integration” refers to a physical condition where¬ 
by electric systems or parts of systems are interconnected 
so as to be able to be operated in harmony and with each 
other. 

Q. That is, that independent systems with no connec¬ 
tions may be interconnected to such an extent and in such 
a manner as to bring about unitization of operation? 

A. Oh, harmonization of operation, such as you have be¬ 
tween Baltimore and Washington, for instance. You have 
interconnection of those two big companies where a great 
deal of energy goes from one city to the other, and their 
operations are harmonized in such a way as to get better 
utilization of the properties of both companies. 

Q. Now, integration could apply to smaller units as 
well as large units like Washington and Baltimore, too, 
could it not? 

A. It could, sure. 

Q. What do you say about common control in connection 
with it? Would it be desirable in connection with integra¬ 
tion? 

A. Oh, not necessarily at all, no. 

3840 Q. What about in a community or in some ten or 
twelve counties where there are some fifteen or 

twenty small, independently owned and operated systems. 
Would you think it would be conducive to a more satis¬ 
factory service to have them under common control? 

A. If they are small units, I suppose that being under 
common control, involving fewer management decisions, 
might facilitate the interconnection and integration of the 
companies. 
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On the other hand, we have had a great deal of integration 
in this country between independent concerns which are 
not under common control. 

Q. That is more of regional integration than it is what 
you might call, for a better term, area integration, isn’t it? 

A. Oh, I should think it would he both. Area integra¬ 
tion becomes regional integration ultimately. 

Q. In other words, area integration must precede reg¬ 
ional integration. Don’t you think that is correct? 

A. Oh, I don’t know which would come first. I supppse 
you would interconnect the smaller units first, and tl|ien 
the larger ones. I imagine that would be the situation. 

Q. Yes, sir. Do you make any distinction between integra¬ 
tion and interconnection? 

A. Oh, generally not. There might be a question of 
3841 degree come in. You might have interconnection of 
such a small transmission line that the two systems 
could not operate in harmony, or could not be integrated 
for the purpose of overall operations, but you have to hpve 
interconnection generally to have you integration of opera¬ 
tions. 

I think it goes to degree rather than to the basic question 
of interconnections. 

Q. How would you measure the degree? 

A. Well, you may have two systems, substantial systekns, 
which are interconnected by a small line, secondary trans¬ 
mission line, which would not permit the companies to 
ship a great deal of energy across the line, and would not 
permit full integration. This is what I meant by degree^ 

Q. Do you mean you couldn’t get the full benefits Con¬ 
templated by integration, is that it? 

A. The full benefits which are realizable from integra¬ 
tion. 

Q. That is right. 

A. Yes. 

Q. Do you know what those benefits are generally realized 
from integration? 

A. Oh, yes, the benefits are numerous, better utilization 
of facilities in the overall economy. 

Q. Integration is usually looked upon, both in the utility 
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field and in the regulatory field, is it not, as desirable 

3842 and has economic as well as social benefits? 

A. Yes, if you confine integration to interconnec¬ 
tion. I cannot go so far as to say that common ownership 
is desirable in the public utility field, because I would have 
to disagree with that when it comes to large systems. 

Q. That is, common ownership of large systems? 

A. That is right. 

Q. But if we take common ownership of generating plants 
and local distribution plants, do you think that the economic 
and social benefits of integration might be realized to a 
greater extent under diverse ownership of those than under 
common ownership? 

A. Oh, again it would depend upon your system of op¬ 
eration, Judge. It is conceivable—and I am not advocating 
this—but it is conceivable that you could have a whole¬ 
saling group owning generating stations and transmission 
lines interconnecting the distribution properties of other 
companies, and get a very high degree of efficiency and 
economy, and a great social benefit. That has been ad¬ 
vocated, as you know, from time to time. 

Q. Well, take in an area of, we will say, fifteen or twenty 
counties, average size counties of the states of this nation, 
in which there are a great many communities, some small 
cities, and there are fifteen or twenty, maybe more, small 
independent operating plants. They are independ- 

3843 ently owned, no interconnection between them what¬ 
ever. Many of the plants are only run for a few 

hours a day. Would you think the common ownership of 
those properties would aid in helping the realization of the 
economies and social benefits flowing from integration? 

• •••••• 

The Witness: Yes, I believe, Judge, it would be of benefit, 
although I can’t go along with your assumption about a 
plant today operating for just a few hours. 

Q. All right, go along with it, then, twenty-five years ago 
operating for a few hours. 

A. Oh, yes, twenty-five years ago you had a different 
electric utility economy in this country. 
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Q. That is right. 

A. Where you had many systems operating twenty-five 
years ago, many small ones operating in the nighttime only. 
You had systems fifty years ago operating during the 
darkened period of the moon, only. 

Q. That is right, that is right. I 

In question 60 of your prepared testimony you referred 
to the practice of regulatory commissions and public utili¬ 
ties in particular. Do you have your testimony there 
3844 before you? 

A. I do. 

Q. Was there any general practice prevailing with regu¬ 
latory commissions, using the word plural, to require the 
writing off of intangibles acquired in the acquisition of 
going property before 1937 ? 

A. Are you speaking of electric utilities, Judge? i 

Q. Yes, sir. 

A. No, there was no requirement, as far as I know, but 
it was because of the practices in the field of public utility 
accounting prior to that time that we have a new Uniform 
System of Accounts. The practices over a pretty wide area 
were pretty bad, and so the reform movement came about 
to correct those practices, and I believe this is one of the 
practices which needed correction; namely, the practice of 
retaining intangibles on the books buried in accounts fin- 
identified and unknown in many cases. 


3845 Q. Was there any general practice prevailing 
among the public utilities for writing off intangibles 
acquired in the acquisition of going properties before 1937 ? 

A. There was no general practice, Judge. Public utility 
accounting in my opinion was in pretty bad shape at that 
time. 

Q. Then the practice you refer to here, and I quote, “and 
the practice of regulatory commissions and public utilities 
in particular”, that was a practice brought about by regulfi- 
tory authority, wasn’t it? 

A. Yes, it was brought about by regulatory authorities of 
all kinds. Not only electric utility regulatory authoritiejs, 
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but railroads, telephone, motor bus carriers, air carriers, 
and others, and I would like to add this, Judge: you can’t 
say there was no practice to write the intangibles off before 
1937 when, as a matter of fact, you didn’t know if there 
were any intangibles in the accounts. 

I don’t know as before 1937 I can recall any balance 
sheet which reported intangibles of any consequential 
amount. Intangibles were buried in a purchase account. 

Q. Well, I am trying to get at whether the general prac¬ 
tice you referred to isn’t a practice that was brought about 
through regulation, and is not an accounting practice as 
distinguished from regulation? 

A. Well, I think—I can’t answer that question 

3846 fully in the affirmative for this reason. Once the 
facts became known, as they did become known under 

the new systems of accounts, I think immediately good 
practices came about. 

Now, it seems to me whether or not you have commission 
orders, you would have amortization of these excesses once 
the excesses over original cost were ear-marked. 

Q. Is it contrary to generally accepted accounting princi¬ 
ples and practices for a public utility to allocate the cost 
of its tangible replaceable property over the useful life 
thereof by depreciation charges, made as an income deduc¬ 
tion? 

• #••••• 

The Witness: It is sound and it is required to spread 
the cost of the depreciable property over its useful life. 
The place where the depreciation charge is made is normally 
in the operating section of the income statement, but I say 
again I don’t think there is anything binding as to where 
you show an item in the income statement. If it is more 
informative to put it someplace else, I think you can do it 
without offending any principles of accounting. 

Q. Would amortization by charges to operating expense 
of intangibles included in Account 100.5 be contrary 

3847 to generally accepted accounting principles and prac¬ 
tices ? 

A. You are speaking now of public utilities? 
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Q. Yes, sir. 

A. Oh, I don’t think you could say that it is contrary [to 
principles. I believe the better thory and better principle 
is to charge it to the non-income, to the income deduction 
section of the income statement. I think it is better repos¬ 
ing and gives more information, but I couldn’t say it was 
wrong to show it someplace else on the statement. 

Q. Why will it give more information to show it in 537 
than in 505? 

A. For the simple reason that I think you ought to show 
profits from operations before applying thereto a part of 
the cost of purchased profits, and the investment in an in¬ 
tangible is a cost of purchased profits. 

Q. Purchased profits? 

A. That is right. 

Q. An investment in original cost is likewise, isn’t itt 

A. Oh, yes, but your original costs are in physical facili¬ 
ties which are producing electricity and transmitting! it 
and putting it in a position to he utilized; whereas your 
intangible has nothing to produce in the way of material 
goods. It is an item on which, if you get revenues, yjou 
have no expenses as such, no charges and no operht- 
3848 ing expenses. 

If you take it out of your accounts, take it out of 
return, your expenses do not decrease except for income 
tax expenses, so I would say it is quite different from your 
tangible property. 

Q. Would it be more informative to charge depreciation 
as an income deduction rather than a revenue deduction t 

A. No, depreciaiton is something which relates to the 
physical facilities which are producing the very thing you 
sell, producing it and transmitting it and delivering it. 

No, I don’t think it would he more informative to show 
that expense item below the line. 

Q. Would it be less informative? 

A. I think our present practice is more informative, and 
I think our present practice in respect to intangibles is 
likewise more informative, and that conforms to the practice 
of business firms in general, even before we had the Uniform 
System of Accounts that is under consideration. 
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Q. Mr. Smith, if an electric utility did not amortize its 
intangibles included in Account 100.5, would this be con¬ 
trary to generally accepted accounting principles and 
practices if the asset has continuing value and has been 
recognized to have such value by a commission having 
jurisdiction over the earnings of the utility? 

A. What do you mean by continuing value, Judge? 

Q. That it is in the rate base. 

3849 A. You mean it is in the rate base today? 

Q. Yes, sir. 

A. Well, I would say there is no more reason to keep 
them there without amortization than it is to keep the 
hydroelectric station in the plant account without deprecia¬ 
tion, no more reason at all. Your hydro plant is life blood, 
together with your steam plant, of your business. You 
can’t exist without them, but your intangible doesn’t come 
within that category at all. 

Q. All right, now, suppose the party that has the power 
to determine whether it shall have value or not differs with 
you and says it has value and shouldn’t be charged off. 

Suppose that he does have the power to determine that 
fact, and you don’t have it—that is, a state commission 
has the power to determine whether it has value or not, 
and you don’t have it, and the state commission has deter¬ 
mined that it does have value and has said that it should 
not be charged off, and that it has continuing value. 

Would it be contrary to generally accepted accounting 
principles for it to remain upon the books? 

• •••••• 


Q. Contrary to accounting principles. 

3850 A. First of all, Judge, nobody in this world has 
the power to say that that thing has earning power 
over the future. 

Q. I am asking you— 

A. That is absolutely essential— 

Q. I am asking you to assume that. 

A. That is absolutely essential to my answer. My whole 
theory here is that no one in the world can say an intangible 
of any company will continue to produce revenues in the 
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future, because that power isn’t given to man. No one 
can control economic forces. 

Q. I am asking you to assume it to be true. 

A. I can’t assume that. I can’t assume that anybody 
can say that intangibles a hundred years from now yill 
be earning six percent I just can’t do it. 

Q. What about twenty years? 

A. I can’t assume it five years from now. I don’t think 
ten or fifteen years from now it is likely to be earning as 
such, because when all the other companies of the United 
States have gotten these intangibles out of their books, I 
don’t think Arkansas can stand alone, you see. I am sure 
it cannot. 

*•#*••• 

3852 Q. Could you assume it would have value for 
one year ? 

A. Oh, yes, I could. 

Q. Two years? 

A. Yes, sir. 

Q. Three? 

A. Yes, sir. 

Q. Four? 

A. Yes, sir. 

Q. All right, then,— 

A. Five? Now you are getting to the breaking point. 
You reach a time when I am not going to prognosticate in 
the future. I stick my neck out when I prognosticate qne 
year, but if you are asking me what is going to happen] in 
these United States five or fifteen years from now, Judge, 
I can’t tell you. 

Q. Your refusal to make the assumption I asked you to 
make in the previous question, is it based solely on the 
fact that the assumption runs counter to your own judgment 
in the matter ? 

A. Oh, it runs counter to the experience of mankind. 

Q. Oh, it does? 

3853 A. Why, of course, Judge. As to these intangibles, 
you will find plenty of authority, as Paton says, there 

is adequate evidence to show they do not persist. The 
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superior earning power that Arkansas would have over and 
above the rest of the United States, to presume that is 
going to persist in a number of years way in the future, 
I say runs counter to the experience of mankind, all my 
experience. 

Q. The experience of mankind. I want to ask you if 
the mankind or the regulatory-kind has had any experience 
before the Arkansas order with a determination such as the 
Arkansas order made? 

A. Oh, I think so. 

Q. Where were they? 

A. We have had plenty of determinations as to going 
value, plenty of which is now gone. 

Q. Wait a minute. I didn’t ask you about that. I asked 
you about what was in the Arkansas order. 

A. Then you will have to he specific. 

Q. That was determined to be of value and included in 
a prudent investment rate base. 

A. Oh, now, the Arkansas order was a fair value order, 
Judge. The Arkansas Commission said it could not use 
prudent investment per se; it took prudent investment as 
the evidence of value. 

Now, you have many, many cases in the United 
3854 States where going concern value and other intan¬ 
gibles were included in the rate base, in value rate 
bases, and most of the so-called going value and those 
intangibles today have gone. That is the experience of 
mankind. 

Q. Now, have those intangibles, such as were involved 
in the Arkansas case and included in the rate base measured 
by the prudent investment, have they gone? 

A. They were measured by value. Well, you say have 
the intangibles gone? You mean has value gone? 

Q. Yes. 

A. I don’t know. The value has gone for rate making 
purposes, but the value may inhere in a property over and 
above what appears on its hooks, as you very well know. 

I mentioned the Potomac Electric Power Company here. 
I think the company’s plant is worth much more than ap¬ 
pears on its books. 
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But value is different from cost, and may be greatly 
different from cost, as a matter of fact. 

Q. Now, your Federal Power Commission’s Systeni of 
Accounts is predicated on cost, isn’t it? 

A. Yes. 

Q. Wliat is the distinction between value accounting gnd 
cost accounting, if you know? 

A. Well, value accounting is the kind you were just asking 
me about. If this intangible has value and you do not 

3855 amortize it, if you put something on as value, what 
it is worth, or what you can get for it or what Jyou 

think the reproduction cost is, that is value accounting.) 

It is different from cost accounting in that if you get 
the hydro plant I mentioned, you depreciate that ovdr a 
period of years; even though for rate making or other pur¬ 
poses the value may go up, nevertheless you depreciate it. 
Now, that is the difference. 

Q. All right. Now we get ahold of a system of accounts 
here that is based on cost accounting, and we undertake 
to adhere to cost accounting, and we find some cost has t>een 
incurred. We will say it is an intangible. 

Now, when you determine that that intangible shouldn’t 
remain on the books because of the character of it, and so 
forth and so on, there is value in that intangible, isn’t ijt? 

A. There may be value in intangibles, but it is still good 
practice to amortize or depreciate those things which pave 
value. 

Q. Now, then, you come along here and adopt this system 
of accounts, and it is cost accounting. When you want to 
get rid of something, you revert to value accounting and 
determine it has no value. Is that it? 

A. Oh, don’t put that language in my mouth, Judge, when 
I want to get rid of something I turn to value accounting. 
No, that is not so. I believe in cost accounting, gnd I 

3856 believe in accounting telling the truth and tdlling 
worthwhile information, something they did not tell 

before 1937. j 

Q. All right, but how do you determine that this in¬ 
tangible should be written off? 

A. Because it is the general practice and general ex- 




1424 


perience in the non-utility field, where competition is the 
regulator, to charge off these intangibles, and even regula¬ 
tion at its best can’t do as good a job as competition can in 
the way of regulation. As little as regulation can do it 
seems to me to go so far as to require proper depreciation 
of your physical properties and proper amortization of 
your intangibles. 

Q. Yes. Well, is it ever permissible to charge off cost 
that is actually incurred unless the property acquired has 
no value? 

A. Oh, yes, yes, yes. I mentioned to you a moment 
ago that your company is depreciating its hydro plant. 
Now, don’t tell me those hydro plants don’t have value, and 
a great deal of value. Probably today, through the action 
of Mr. John L. Lewis, they are more valuable than they have 
ever been to you, but you are still depreciating them, which 
is altogether proper. 

Depreciation of physical property and amortization of 
intangibles is absolutely necessary to keep your company in 
a sound financial condition. 

3857 Q. Do they have value if you don’t earn on them, 
the hydro? 

A. The equipment would have value. The land would 
have value for other purposes. As a matter of fact, if you 
dewater the dam it might be extremely valuable farm land 
now. Oh, yes, it would have value. 

Q. It would have what is called in the System of Accounts 
salvage value? 

A. Salvage value can be very high value. 

Q. That is right, we don’t- 

A. Salvage value of land may be more than original cost. 

Q. Yes, but here is what I am thinking about, and we 
don’t seem to reach agreement on the matter. You incur 
a cost. There is no question about cost having been in¬ 
curred. And you acquire property. 

Now, to determine whether you should write off that 
property, don’t you, except now for depreciation of depre¬ 
ciable property—shouldn’t you determine whether it has 
value or not? 

A. Well, if you except amortization of intangibles too, 
my answer would be yes. 
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Q. I am not- 

A. But you can’t, to my thinking, say that your intangible, 
which comes on the lowest scale of values,—when 

3858 you buy all these properties you assign what youj can 
to physical properties and what is left over auto¬ 
matically, for want of a better place to put it, you put down 
as intangibles,—intangibles by the practice throughout 
generations being capitalized at a more risky rate than your 
tangibles, you can’t issue bonds or issue preferred stock 
against them—you can’t tell me, Judge, that these intang¬ 
ibles ought not to be subject to the same rule that your 
real earning asset, your hydro plant, is subject to. I just 
can’t subscribe to that principle, that theory. 

Q. All right, then, you think that they ought to be de¬ 
preciated like the other earning assets, is that it? 

A. They have got to be amortized. “Amortized” id the 
technical term used for intangibles and those things which 
are spread over a legal as distinguished from a natural life, 
such as leasehold interests, bond discount and things of 
that nature. 

Q. Now, the reason that you provide for the deprecia¬ 
tion of depreciable property is to set up a reserve to keep 
the investment intact, I believe, spread it over the life of 
the property to keep the investment intact? 

A. That is one reason, Judge, expressed a little bit differ¬ 
ently, in my language, to charge the proper cost to your 
cost of operations and prevent capital impairment. 

Q. Capital impairment? 

3859 A. Yes, sir. 

Q. All right. Now, then, here is an intangible that 
is given as much earning power, and no more, than your 
tangible property, given to it in the same manner that!the 
tangible property is given earning power. Do you say that 
even under those conditions it should be charged off? 

A. I say under those conditions it should be treated as 
a tangible property and should be amortized over a period 
of years the same as you depreciate tangible property over 
a period of years. That is my argument, Judge. 

I can’t give your intangibles a greater sanctity or greater 
validity or higher value on the scale—which no one says it 
has—than your tangible property. I am pleading with you 
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to do the same thing with your intangibles that you are 
doing with your tangibles. The only difference, I would 
say, is that the amortization ought to be to 537 for account¬ 
ing purposes, and I have tried to make it clear as well as 
I know how, that that is not for rate making purposes. 

• •••••• 


Q. Is there a lack of uniformity in the account- 
3860-3861 ing of electric utilities when some amortize in¬ 
tangibles included in Account 100.5 by operating 
expense charges or through Account 505, and others amor¬ 
tize intangibles as an income deduction or through Account 
537? 

A. Oh, there is a little lack of uniformity. I would not 
say it is material, Judge. Of course, materiality is a basic 
concept of the accountant’s trade. 

Q. Is there a lack of uniformity in the accounting of elec¬ 
tric utilities when some charge off intangibles included in 
Account 100.5 by direct charges to surplus, others amortize 
the intangibles by operating expense charges and still others 
amortize the intangibles as an income deduction? 

A. My previous answer holds with this little additional 
qualification, that a charge to surplus gets a little farther 
away from uniformity. 

Q. And it might—income might get away from uniformity, 
too, might it not? 

A. That is what was implied in my answer, of course. 

Q. You think there is no material difference. Material 
seems, in my idea, to he more or less of a relative term, 
What might he material in one thing might be immaterial in 
another. I am just wondering what you mean by “no mate¬ 
rial difference”? 

A. Well, “material” is a word of art in accounting. 
Wherever the treatment of an item one way as distin¬ 
guished from another way would result in a difference 
3862 which would distort the entire picture, earnings, and 
so forth, you would have a material difference. But 
certainly the difference between charging Account 505 and 
537 is not such a material difference. 

Inasmuch as today it is common practice to publish sur- 
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plus along with your income statement, and inasmuch as 
under the Federal Power Commission reports surplus and 
income are published together, I don’t believe it is a mate¬ 
rial difference to charge the items to surplus, although I 
must make it clear that I much prefer charging the item to 
the income account. That is by far my preference. 

Q. This question I probably have asked you before, hut 
with some apologies I will ask it again. 

Do you know of any property or classification case be¬ 
fore the Federal Power Commission in which a state utili¬ 
ties commission had previously conducted its own hearings 
and made its own rulings on the property reclassification 
of a utility company, and at the same time issued an order 
fixing the utility’s rate base and allowable earnings thereon, 
and specifically included in the utility’s rate base the amount 
which had been found by the local commission to be in¬ 
cluded in Account 100.5, including intangibles, and directed 
that these intangibles should not be depreciated or amor¬ 
tized? 

A. You are tying to that question the statement that the 
local commission had ordered the intangible not amor- 
3863 tized. Is that right? 

Q. Yes, sir, or had directed that the intangible 
should not be depreciated or amortized. 

A. Well, there is only one commission in the Uni ted 
States, to my knowledge, that ever issued such an order as 
that. 

Q. And that is what? 

A. That is the Arkansas Department of Public Utilities, 
the Arkansas commission. 

Q. Then you, as an accountant in the regulatory figld, 
have had no experience with a situation depicted with this 
picture, have you ? 

A. Oh, Judge, I have had plenty of experience \pith 
problems which go to the very heart of this matter. To say 
that I have had no experience in that is like saying to a 
lawyer, who has drawn up hundreds of contracts, that! he 
has drawn many of them for very large sums, but has never 
drawn up one for $120.59. 

Q. The picture that I gave here—you have had no experi¬ 
ence with all of those fundamentals stated there, have you? 
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A. I think I have been cross examined on problems of that 
kind ever since I have been in this work, Judge, as to what 
the Co mmi ssion does do, or do I know if the Commission 
will include this in the rate base. Why, we have 

3864 covered it so many times, it certainly is not new in 
principle to me. 

Q. Even though that may be new in practice! 

A. Well, it is new to the extent that you have one order 
in the whole United States on that matter, and that order 
is not peculiar as to substance. 

I am trying to point out to you time and time again that in 
such states as Ohio and Pennsylvania were they have a 
fair value rule, they have a rate base which even goes be¬ 
yond that which the Arkansas Commission has fixed, and 
nevertheless in those states the intangibles are being amor¬ 
tized pursuant to the Commission orders. 

Q. Do accounting principles and practices create facts to 
which accounting principles and practices are applied, or 
is the application of accounitng principles and practices de¬ 
termined by the facts! 

A. Well, I can’t answer that question categorically. The 
accountants deal with facts, but they apply the art of ac¬ 
counting to those facts. 

Q. In other words, principles and practices of accounting 
don’t create facts! 

A. They don’t make facts, although they certainly control 
the way the financial transactions are classified and por¬ 
trayed. 

Q. But they don’t make the transactions! 

A. Oh, no, they interpret and report on transac¬ 
tions. 

3865 Q. Interpret, record and report on transactions! 

A. That is an improvement over my answer, yes, 

sir. 


Q. Turning to the Arkansas order, Exhibit 5 in this case, 
the rate base established there is a fair value rate base. 
How was it measured! 

A. It was measured by what is called prudent investment. 
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Q. That is in effect a prudent investment rate base, isn’t 
it? 


3867 The Witness: It is a fair value rate base as meas¬ 
ured by prudent investment at the time. As I under¬ 
stand the order, Mr. Wine’s associates today are not bound 
by prudent investment. They may arrive at something else 
as the rate base today. 

Q. That is true with all rate base orders. They have no 
sanctity in the sense that judgments of courts have. They 
are subject to change when facts and ideas change. 

A. Not only ideas, but conditions change—yes, sir. 

Q. Ideas and conditions? 

3868 A. That is correct. 

Q. Now, this intangible of $6,247,000 as determined 
by the state commission is included in that investment rate 
base, isn’t it? 

A. I believe that is true. 

• • • • • • • 


The Witness: Well, that is true, with the qualifications I 
have just given. I tried to make it clear that what I mean 
by investment rate base is the fair value rate base. Now, I 
haven’t changed my testimony in that respect. 

3869 Q. There seems to be no dispute over that between 
us at all. As I said, it was a fair value rate base 
measured by prudent investment. 

A. At the time. 

Q. At the time. 

A. Yes, sir. 

Q. Now, as long as that order stands, that $6,200,000 has 
as much earning power as any other investment that may 
be included in the measurement of that rate base? 

A. Oh, I would not say so. Inherent earning power I 
think is in the properties which render the service. They 
are included; in the contemplation of the Arkansas commis¬ 
sion as then constituted, this item is in the rate base. 

But as far as inherent eraning power is concerned, I think 
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the hydro station I mentioned awhile ago is far superior 
to it. 

Q. I said as long as that order stands, the investment 
in this intangible has the same earning power as any other 
investment which the company has in the investment which 
was used to measure the rate base ? 

A. It is in the rate base, and they are getting a return 
on it, Judge. When you come to say the same earning 
power, I am not sure I can go along with that theory. 

Q. My question was, so long as the order stands as it is 
now, the investment in this intangible has the same 

3870 earning power as the investment in any other prop¬ 
erty that was used to measure the rate base. That 

was my question, Mr. Smith. 

A. I can’t quite go along with that idea because I think 
the physical properties have greater inherent earning 
power, and technically if you can’t earn a return in spite 
of the Arkansas Commission’s order, your intangible is 
the item that is presumed not to be earning. That again 
is a universal principle. 

Q. But assume the company is earning the full amount 
permitted by the Arkansas commission’s order. 

A. Then it is earning on the intangible. 

Presiding Examiner: Do you mean that you don’t regard 
as having the same meaning “has the same earning power” 
and “is being permitted to earn”? Those things don’t 
mean the same to you? 

The Witness: That is correct, sir, that is correct. 

Q. As long as the order stands, isn’t that investment in 
the intangibles permitted to earn just as much as the in¬ 
vestment in any other property that was used to measure 
the rate base? 

A. It is permitted to earn—that is the proper language, 
yes. But still it is an intangible and is invisible, existing in 
the contemplation of the regulatory commission sub- 

3871 ject to many hazards and may change overnight. 

Q. And it is permitted to earn just as much as 
the tangible property, isn’t it—investment in tangible prop¬ 
erty ? 
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A. I can’t quite go that far, because you get there into 
the question of operating revenues and expenses wpiich 
I spoke about a moment ago. You do not assign any ex¬ 
penses, except perhaps income tax, to intangibles. Xour 
gross revenues come, I would say, in the main from your 
physical properties. 

When you come to matching gross revenues with items 
of plant, I think we are hopelessly lost, so I would much 
rather let my statement go that it is an earning asset under 
the Arkansas commission order. 

Q. An earning asset. Would it be arbitrary for a regula¬ 
tory authority to direct that amounts recorded in Account 
100, exclusive of 100.5, there as original cost, to be written 
out or amortized? 

I 

i 

♦ *••••• 

The Witness: It would be arbitrary to write out an ajsset 
which is still working and performing a service such as your 
hydro plant, write it out completely. It would not 
3872 be wrong, but as a matter of fact would be required 
to amortize it in the sense of depreciating it over its 
useful life, and, as a matter of fact, it would he arbitrary if 
the commission did not require such depreciation. 

i . 

Q. But aside from the concept of depreciation, would it 
be arbitrary to direct the disposal of it? 

A. Well, your exception there just vitiates the wjhole 
question. There is no difference in the practical aspects 
between amortization and depreciation as far as your ac¬ 
counting concept is concerned, except the places where it 
is lodged in the accounts. 

Q. Except depreciation is sort of a slow death, and 
amortization is a quick one, isn’t it? 

A. Oh, no, no, no. You have had this stuff on your books 
now, these intangibles, since 1926, and I have testified they 
ought to be amortized up to 1959—thirty-three years for 
those items—and that is not a slow death. That is sort of 
a lingering death in a way, when you find a great many 
authorities hold that intangibles ought to be amortized over 
a period of five or ten years. 
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Q. Since the investment recorded in Account 100, exclu¬ 
sive of 100.5, has no more earning power and is not permitted 
to earn any more than the amount recorded in 100.5 why 
should there be any difference in the treatment of the 
3873 two amounts ? 


• • • • 


The Witness: Judge, I am not willing to say there is 
no difference. I have not said that. My previous testimony 
on that question stands, and what I am advocating is sub¬ 
stantially the same treatment of the two amounts as far 
as accounting is concerned; namely, that you spread these 
costs over a period of years. 

Q. Is it your opinion that the amount recorded in Ac¬ 
count 100.5 is a fictitious and paper increment? 

A. Oh, I have not based any of my testimony on the 
thought that it might be. I have some grave doubts hut 
that it is. There were stock transactions for the Couch 
properties, and there were bids or competition among a 
group to get the properties. I have some doubts about the 
genuineness of certain of the amounts in 100.5, but they 
have not influenced my testimony here. 

As far as I am concerned here, I have assumed that 
3874-5 the item represents valid cost to the company. 

Q. It couldn’t be a fictitious or paper increment 
as long as it was an earning entity, could it, as fixed by a 
regulatory power? 

A. Oh, yes, sir, it sure could, and you have had many 
cases where properties have been transferred from one 
affiliate to another at a higher price, or a fictitious profit 
as referred to by Mr. Justice Cordoza in the telephone case, 
and where these fictitious increases have earned. You have 
a lot of cases of that kind. 


3876 Q. You recommend that about four million dollars 
of the same amount included by the State Commis¬ 
sion in 100.5 be included also in 100.5? 

A. Yes, sir. 






1433 


Q. Is that correct! 

A. Yes, sir. 

Q. That is in effect a recognition that a cost was in¬ 
curred with respect to it? 

A. I am assuming that, yes, sir. ■ 

Q. All right. Now, can that become a worthless and 
fictitious paper increment as long as it has earning power 
and the respondent is permitted to earn on it, under the 
orders of the Commission having the only jurisdiction! to 
fix that earning power? 

A. Well, now, it is obviously not a fictitious or paper 
increment if costs were incurred. 

Q. Yes, sir. 

A. Because fictitious and paper increments arise whpre 
real costs were not incurred. 

Q. Were not incurred? 

A. Write-ups, and things of that nature. 

Q. Yes, sir. 

A. As to becoming worthless, the thing, as long as it 
earns, is not worthless. As long as your hydro plant is 
rendering service it is not worthless, but again tjiat 
3877 does not justify the failure to depreciate the hydro 
plant or amortize vour intangible. 

Q. Mr. Smith, are you familiar with Account 100.5, In¬ 
struction C, of the Federal Communication Commissioii’s 
System of Accounts? 

A. I am somewhat familiar with it, yes, sir. I Was 
very familiar with it once upon a time, but I haven’t 
studied it for a good many years. 


Q. That account in substance is, is it not, the same las 
Instruction C of the Federal Power Commission’s Uniform 


System of Accounts ? 

A. I am at a loss as to Instruction C. I think, generally 
speaking, the account is about the same as that of tjhe 
Federal Power Commission. The only question arises jas 
to whether or not Account 100.4 included what we in tjhe 
Federal Power Commission System of Accounts put jin 
Account 107. There has been some discussion of that. 


Q. Some discussion of Account 100.4 of the Telephone 
System, that it might include items of the character thjat 
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are included under the Federal Power Commission’s Sys¬ 
tem of Accounts in two accounts—that is Account 100.5 and 
Account 100 itself? 

A. Yes, sir. 

Q. Now, in making the determination, or reaching the 
conclusion that you have reached, that this 100.5 
3878 investment should be out, you treat it as being a 
worthless item. 

• •••••• 


The Witness: The answer is no, and emphatically no, 
Judge. I do not treat it as a worthless item. I tried to say 
that I compare it with your hydro plant which ought to he 
depreciated. I say this ought to he amortized. I have 
nowhere said that this item ought to be charged off at once. 

Q. Yes, sir. 

A. I do not think it is a worthless item. I do not think 
it was worthless when it was put on the hooks in the first 
place. But again, that does not justify failure to amortize 
the item. When you amortize or depreciate the superior 
item, the least you can do, it seems to me, is to amortize the 
inferior item, and that is what your intangible is—an 
inferior item. 

Q. A what? 

A. An inferior item. 

Q. An inferior item? 

A. Yes, sir. 

Q. Because it is an inferior item, is that the basis 
3879 of your criticism? 

A. That is one of the reasons why I have been urg¬ 
ing strongly that you amortize it, because I think by uni¬ 
versal practice these intangibles are considered to repre¬ 
sent the lowest level on the scale of asset values, as far as 
costs are concerned. 

Q. Mr. Smith, did you testify before a legislative com¬ 
mittee of the State of Missouri—I don’t have the date— 
with respect to a bill then pending, the purpose of which was 
to amend the law there and undertake to get away from the 
fair value rate base? 
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A. I certainly did, sir. 

Q. Yes, sir. And you gave a rather full explanation 
of the advantages of investment rate base? 

A. Yes, sir, I held forth at some length on that subject, 
as I recall the situation. 

Q. Do you recall what you said there about the books of 
the company showing the investment? 

A. No, sir. I do recall I opposed the original cost ij-ate 
base. 

Q. You opposed what? 

A. I opposed the original cost rate base in that proceed¬ 
ing. Opposed. 

Q. Mr. Smith, I hand you here what has been furnished 
me as a copy, verbatim, of your testimony. Frankly, 
3880 it is not certified to. But I will ask you if you recog¬ 
nize that—or can you—as being a copy of your testi¬ 
mony before that Committee ? 

A. Well, Judge, I don’t know. I have never seen this 
document. I did this. I prepared a written paper which I 
filed with the Committee, and which written paper I iiow 
have in my office. Then I extemporaneously gave sc)me 
testimony in respect to the subject matter, but I don’t even 
recall that the testimony was taken down. This is the first 
time I have ever seen it. 

Q. Yes, sir. To refresh your memory, I ask you to turn 
to page twelve here, and state whether that refreshes ypur 
memory. 


The Witness: It sounds familiar. 

Q. It sounds familiar, doesn’t it? 

A. Yes, sir. 

3881 Q. I will ask you if you didn’t say there on the 
occasion of giving your testimony before the Legis¬ 
lative Committee in Missouri in connection with the bill I 
have previously mentioned—if you didn’t say this, and I 
quote: 

“On the other hand, when it comes to the investment 
method, the investment method process has, I think, all 


i 
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of the advantages. First of all, it is practical. You get 
the investment by going to the books of accounting 
utilities. They are required to keep the books. These 
books show the investment. It is easy to apply. It 
doesn’t take a long time. It is a business-like method. 
Mr. Joffee made the statement that when a man goes 
to a bank, when he has financial transactions, he will 
produce his statements of his investments and of his 
earnings. That is the way the investment method 
works.” 

Did you say that? 

A. I imagine I did, Judge. I don’t recall the exact lan¬ 
guage, but that sounds an awful lot like my testimony, and 
I am willing to accept it. 


3882 The Witness: Judge, that does not mean that you 
take just what is in the books and say, “This is the 

story”. No regulatory commission does that, so far as I 
know. 

Q. Did you say in that case—I mean on that occa- 

3883 sion, before that Committee: 

“I think the Commission must consider the full, 
actual, legitimate investment of the utility, original cost 
plus an excess over original cost, which it has paid in 
arms length transactions when buying out another 
utility.” 

A. I most assuredly did. 

Q. You did say that? 

A. Yes, sir. 

Q. Are you suggesting that for the next one, two, three, 
four, or not over five years? 

A. The amortization of this amount? 

Q. No, that the Commission should give recognition to 
the full and actual investment. 

A. At the time the cost is incurred. There is nothing 
in that testimony, Judge—nothing whatsoever—that in any 
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way departs from my testimony here that the amount should 
be amortized. Rather it is fully consistent with it. The 
bill originally was an original cost bill. I was asked! to 
testify out there with respect to it. I said I could not testify 
to a rate base consisting solely of original cost, because I 
thought these other items should be considered. And tfiat 
was the effect of my testimony. 

There is nothing in there, Judge—I can give you all the 
assurance in the world that there is nothing in there 

3884 that changed my view as expressed in my many pro¬ 
ceedings before that time, and since that time, that 

intangibles should be amortized. 

Q. The rate base you were advocating there was not one 
for one, two, three years—not over five! 

A. The method I was advocating there was a method! to 
be applied in the future, until such a time came that there 
should be a change. It was the investment method. 

Q. Now, you can’t visualize the possibility of this invest¬ 
ment in excess of original cost lasting over four or five 
years, can you, for rate making purposes? 

A. Judge, I didn’t say that. Four or five years? I have 
never said four or five years. 

Q. Just a while ago you said you couldn’t visualize that 
Arkansas order having earning power for over five yeats. 

A. You asked me to try to say that it would have earn¬ 
ing power over five years, and I can’t assume that. 

Q. No, I didn’t. I started out asking you if it would 
stand for one year. You said, “Yes, I conceive that”. 

Now I ask you to assume, for the purpose of the question, 
would it last five years? 

A. I was willing to assume—sticking my neck out, I 
said—that it would last five years. 

Q. All right. 

3885 A. But at the same time I said I make no predic¬ 
tions as to the future. 

Q. Mr. Smith, let us assume an area made up of soihe 
twenty-five or thirty counties—you can locate it in any 
State, if you want to, or put it down in Arkansas—and Jn 
these counties there are many small communities, villages, 
towns, and some few small cities. In the area are some 
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fifteen or twenty or probably more independently-owned 
and operated electric utilities. I mean by that that there is 
no interconnection whatever between them. There is no 
rural electrification in the area. The plants generally sup¬ 
ply poor service. 

In your judgment, I believe you said, there would be an 
economic and social advantage from the bringing of all of 
those plants into an integrated system. 

A. That is correct. Of course, your assumption does not 
go to conditions as they exist today any place in the coun¬ 
try; but I assume you mean the conditions existing- 

Q. All right. Now- 

A. —in the past. 

• •••••* 

3886 Q. Now, let’s assume that you were commissioned 
to go in that area, for the purpose of acquiring or 

otherwise providing for the integration of those properties. 
I believe you said a while ago that, under the circumstances 
detailed, it would probably be somewhat better or desirable 
to bring those independent plants under common ownership 
in an area like that. 

Now, assume you are sent in there for that purpose. 
Would you abandon the project and leave it alone if the in¬ 
dependently operated units could not be acquired at their 
original cost? 

A. Most assuredly I would not. 

Q. You would not? 

A. I have never testified that in putting these plants 
together you would expect the seller to sell at original cost. 
No, I think the seller would try to get out what he could get 
for the property, and the purchaser would pay as little as 
he could, with the purchaser being fully aware, if he is in 
the public utility business, that regulation might overtake 
him and require him to do what is proper in the public 

3887 interest. 

Q. All right. Do you think your backers would pay 
more than original cost for those properties if they knew 
that the excess over original cost paid hy you would have 
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to be eventually absorbed by the stockholders of your com¬ 
pany? 


• # 


• • 


The Witness: My answer is no, Judge, and I hope you 
have not construed my testimony to mean that the stock¬ 
holders must bear all of this excess. 


On the other hand, I must tell you that it is true we 
3888 have had properties exchange hands—large proper¬ 
ties in recent years—where commissions would not 
permit the capitalization of the excess paid over the amount 
of the underlying book value. 


For example, when Virginia Electric Power Company and 
the Virginia Public Service Company were put together, 
the amount paid by Virginia Electric Power in excess of 
book value of Virginia Public Service Company, a very 
large amount was not permitted to be capitalized on the 
books of Virginia Electric Power Company. The excess 
was required to be charged off. 

Of course, Judge, that has been a commission practice 
throughout the country for a great many years. Commis¬ 
sions have not always permitted the purchase price to be 
capitalized in full. They have often required parts of it 
to be charged off. 


So I say my view is that the stockholders ought not to bear 
it ordinarily, but there are cases where they have borne 
it, and where commissions have required them to bearj it, 


yes. 


Q. In other words they shouldn’t pay more, under ypur 
present regulatory philosophy, than original cost? 

A. That is not so. 

Q. All right. 


A. Let me give you an illustration, if I may, to make 
3889 my point clear. 

The Foshay people bought utility companies out in 
California. They tried to combine them at their actual cost. 
The California Commission wouldn’t permit them to do tjiat 
because they said that would increase the capitalization, 
which they would not permit through the purchase. Well, 
as a matter of fact, practically the only Foshay Companies 
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which did not become insolvent were the California Compa¬ 
nies becanse the capitalization at excessive price was too 
much for the other properties to bear. Now, that has been 
a sort of regulatory principle laid down by many commis¬ 
sions throughout the United States. 

Q. Mr. Smith, if I understood you, you would not have 
abandoned your projects down there if you had to pay more 
than original cost for them? 

A. That is correct. 

Q. Why would you not abandon them if you had to pay 
more than original cost? 

A. Because I think whatever reasonable price I would 
have to pay to get the properties, would be protected by any 
regulatory commission coming on the scene—any reasonable 
price. 

Q. A reasonable price? 

A. Yes. Providing, of course, with the assumptions you 
made in one of your earlier questions with respect to 
3890 the benefits which you described rather fully. 

Q. All right. Do you mean a reasonable amount 
paid in excess of original cost? 

A. That is right That I would be allowed sufficient 
earnings on the capital and sufficient earnings to amortize 
the investment or depreciate the investment, as the case 
might be. 

Q. Have you ever come in contact with a case, from your 
regulatory experience, where you had that situation, where 
any part of 100.5 was protected and not amortized out? 

A. I know of no case, Judge, where it was unprotected. 
The Federal Power Commission has not had one single 
case—rate case—involving 100.5 amounts. It has not had 
one case involving 100.5 amounts. No one can say that the 
Federal Power Commission would disallow completely the 
amortization charges as rate case expenses, because the 
Commission has not passed on that matter. 

Q. Well, taking it out of the investment accounts of the 
company—that is, out of 100.5, if assigned there—it would 
be a pretty clear indication it is not going to be recognized 
as an investment? 

A. Investment? 
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Q. Yes. 

A. The Commission’s policy, as I understand it, requires 
the gradual substitution of tangible property for 

3891 intangible property, to preserve the financial integ¬ 
rity of the company, and it has, as indicated by 

former chairman of the Wisconsin Commission, Mr. Peter¬ 
son, speaking before the National Association of Kailroad 
Commissioners at their annual convention in Omaha, made 
it clear that you have to amortize these intangibles and 
follow sound depreciation to preserve the financial integrity 
of the company. That is why it is done. It is not a rale 
matter at all, as far as the Federal Power Commission is 
concerned. 

Q. Was Mr. Peterson advocating the amortization above 
or below the line of return? 

A. I don’t believe he discussed that phase. At least I 
don’t recall it 

Q. You don’t recall it? 

A. No. 

Q. By the way, in that talk you made there before the 
Missouri Legislative Committee, did you not there advocate 
that the company was entitled to a return of and a return 
upon the amounts in excess of original cost which had bepn 
prudently invested? 

A. Under certain circumstances. I did not come out with 
a flat statement that all amounts in 100.5 must be allowed, 
in the rate base the amortization must be allowed as Ex¬ 
penses for rate case purposes. 

I made the statement that the amounts should fee 

3892 studied and those amounts which represent consumer 
benefits should be amortized, and the amortization 

allowed as an expense. 

Q. If you ever saw any such amounts that ever repre¬ 
sented sufficient benefits, would you recommend their reten¬ 
tion on the books of the company? 


The Witness: I testified in the proceeding to which you 
just referred before the Missouri Commission. I testified 
before the Arkansas Public Service Commission in a rate 
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case where I said that if the Commission found there were 
consumer benefits, it would be proper to allow the item in 
the investment and the amortization as an expense. I 
testified before the Public Service Commission of Kentucky- 
on behalf of the City of Louisville, where I recommended 
that one-half of the acquisition adjustment, which I believe 
arose in 1913—that one-half of that adjustment should be 
included in the rate base as to the amortization charge 

3893 one-half should be treated as expenses for the pur¬ 
poses of the rate proceedings. 

Q. Mr. Smith, in your testimony, in Question 72, you set 
forth a long list of companies—public utility companies— 
that are amortizing intangibles. First among that list is 
the Central Illinois Light Company. 

A. What page is that? 

Q. It is on page 44. I think it is your answer to Ques¬ 
tion 72. 

A. That is not the first one on the list. The first one 
is Alabama. 

Q. Well, I’ll select that one anyhow. 

A. 0. K. 

Q. We will get to all of them before we get through. Is 
that company amortizing that amount out under orders of 
the Federal Power Commission? 

A. No, sir, I think not. 

Q. You think not? 

A. That’s right. 

Q. From what source did you get the information that 
it was doing it at all? 

A. I got it from the annual report of the company to its 
stockholders. 

Q. Do you know whether it is of the same nature and 
character as that involved here? 

3894 A. I think it is an excess over original cost in 
Account 100.5. 

Judge, may I ask you a question? 

Q. Yes. 

A. That’s Central Illinois Light Company we are talking 
about, isn’t it? 
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Q. Yes, sir. That’s all you know about it? 

A. Of course, that is where the intangibles are lodged in 
there. 

Q. You don’t know whether the intangible was recog¬ 
nized by the State Commission up there and included in a 
prudent investment rate base or not, do you? 

A. No, I do not know whether it was included in the rate 
base. 

Q. Have you got the annual report showing that? 

A. We have the annual report. 

Q. Have you the annual report of the company shoeing 
their amortizing that amount? 

A. We have it, yes, sir. I don’t know whether we halve it 
here with us or not. 

Q. I just want you to have it ready. 

Central Illinois Public Service Company, I believe you 
say, is also amortizing. Is that under orders of the Federal 
Power Commission? 

A. Both the Federal Power Commission and the 
3895 State Commission. 

Q. Do you have the file of the Federal Power Com¬ 
mission in which it made its order? 

A. The file is in the offices of the Commission, Judge. 

Q. In the offices of the Commission? 

A. Yes, sir. 

Q. Were any stipulations entered into in that case? 

A. Stipulations? 

Q. Or agreements made? 

A. There were no agreements made that I know of, no, sir. 

Q. Was it as a result of a hearing or negotiations that 
that conclusion was reached? 

A. That Central Illinois Public Service Company was the 
result of conferences. 

Q. Conferences? 

A. Yes, sir. 

Q. The result of a stipulation and agreement between the 
staff and the company? 

A. It might have been. I don’t recall the detail^ of 
the final instrument, whether it was a stipulation or not. 
I can check that and find out 
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Q. Was an order made in it by the Federal Power Com¬ 
mission? 

A. An order was issued by the Federal Power 
3896 Commission, yes, sir. 

Q. Will you have that here in the morning so that 
we may go over it and examine it? 

In that connection I wish you would produce all of the 
files in all of these cases that you have referred to here— 
electric utility companies—have them present here, so that 
we may examine you and question you with respect to them 
and the contents and the nature and the character of the 
items in each instance involved. 

***** 

3903 Q. Mr. Smith, yesterday reference was made to 
vour appearance before a legislative committee of 

the State of Missouri, and your testimony before that com¬ 
mittee. I will ask you if you did not make this statement 
before that committee. I quote: 

“I believe it quite possible that the costs of these 
intangibles had a public benefit at the time the ex¬ 
penditure was made.” 

A. Yes, I presume I did, Judge, because that certainly 
is my view. 

Q. That was your view at the time? 

A. Yes, as to ordinary intangibles. 

Q. Were you on the Committee of the National Asso¬ 
ciation of Railroad and Utility Commissioners of Statistics 
and Accounts of Public Utility Companies for the year 
1939? 

• ••*«*••* 

3904 A. Yes, indeed, that says I was a member, and 
I am very glad to acknowledge it, now that you 

have refreshed my memory. 

Q. And you signed the report? 

A. I presume I did. I haven’t seen the report, but I 
presume I signed it. 
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Q. Isn’t this the report—a copy of it7 

A. Well, Judge, I would have to look it over. You 
haven’t let me see it yet. 

Q. But you were on the committee? 

A. Yes, sir. 

Q. Will you review the document that I just de- 
3905 scribed and tell me whether that is the report of 
that committee for that year. 

A. Yes, sir, I believe so. 

Q. I note that attached to the report is what is referred 
to in the body of the report as an appendix, is that correct ? 

A. Yes, sir. 

Q. Those who signed the report approved the language 
in the appendix as much so as the language in the report, 
is that correct? 

A. Well, generally speaking, Judge, that appendix has 
a very long history. j 

Q. I am not interested in the history. My question 


was- 

A. Well, I would like to explain that I don’t believe 
that any one single member of the committee was in com¬ 
plete 100 percent agreement with everything that was 
said about 100.5. The 100.5 dispositions were discpssed 
for many, many days, and finally in the session which led 
to that appendix—by the way, it was a three-day session— 


and finally about two a. m. at the end of the third day, 


this represented the agreement of the committee. So tmder 


those circumstances I think you’ve got to recognize that 
the committee had a difficult problem in finding a solu¬ 


tion. 


3906 Q. Do you recall in the appendix to that report, 
page four of the appendix, this language? I quote: 

“Accordingly it appears that amounts in thg ac¬ 
quisition adjustment account may be retained therein 
as long as the cost represents a true increment of con¬ 
tinuing value ...” 


A. Well, I don’t recall it, Judge, but I will be very glad 
to say so if it is in the report. 
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Mr. Wahrenbrock: May the witness see the language 
which is quoted, and see it in its context? 

Mr. Lasley: I will finish the quotation: 

“. . . and that charge-offs may be to expense, in¬ 
come, or a surplus.” 

I close the quote on the first sentence. 

This sheet, Mr. Smith, has become detached from the 
report I handed you, but it appears to be page three of 
the appendix, and I was reading the lines there under¬ 
scored. 


The Witness: Judge, what you are referring to is the 
committee’s interpretation of the Supreme Court decision 
in the New York Telephone Case, or—Yes, the New 
3907 York Telephone Case. The committee discussed the 
New York Telephone case, and then made the state¬ 
ment accordingly, which you just quoted. 

Q. I see. When you refer to the New York Telephone 
Case do you refer to the Maltbie case, decided by the Su¬ 
preme Court of New York, or to the A. T. & T. case, de¬ 
cided by the Supreme Court of the United States? 

A. I should clarify that. I was referring to the A. T. & T. 
case. 

Q. The one decided- 

A. It was the A. T. & T. case decided by the Supreme 
Court, I believe, in December 1936. 

• •••••• 


3908 Q. Mr. Smith, in your testimony, in discussing the 
1922 System of Accounts of the National Associa¬ 
tion of Railroad and Utility Commissioners, you, I believe, 
stated that notwithstanding the language found in those 
accounts with respect to original cost—that is, in para¬ 
graph six of the instructions—under the heading “Retire¬ 
ment Expense” I believe it was, found on page 84—that it 
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had reference to, and in practice was applied to, original 
cost of construction. 

Am I stating the substance of your answer? 

• • • • • • • I 

The Witness: Yes, that is the substance of the statement 
I made. 

Q. I see. Were you on the committee or a member of 
the Committee on Statistics and Accounts of the National 
Association of Railroad and Utility Commissioner? for 
the year 1940? 

3909 A. Yes, sir. 

Q. I ask you whether or not in a statement relat¬ 
ing to the original cost and reclassification of utility plants, 
pursuant to the provisions of Uniform System of Accounts 
for electric, gas and water utilities, that committee used 
this language. I quote: 

“The basic change accomplished in accounting for 
property acquired as operating units or systems is 
that under the old classification the cost to the account¬ 
ing utility was included in the fixed capital accounts, 
and in the detail or primary accounts in support 
thereof, whereas under the new system this amount 
is separated into two parts: (a) original cost, Which 
is chargeable to Accounts 100.1, 100.2, or 100.4 as 
appropriate and to detail plant primary accounts in 
support thereof; and (b) the difference between such 
original cost less any recorded property reserves! and 
cost to the accounting utility, which difference i|s to 
be entered in Account 100.5.” 

A. Yes, Judge, but that is perfectly consistent with all 
the testimony I have given. 

Q. Wait a minute. I didn’t ask you if it was consistent. 
I asked you if that committee used that language in that 
report. 
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A. I haven’t seen the language, but I believe it 

3910 did. It sounds like it, and I accept it. 

Q. You accept my reading of it? 

A. Yes, I accept your reading of it. 

Q. All right. Now, we were discussing integration yes¬ 
terday. 

A. I wonder, Judge—That answer standing by itself 
may lead to wrong implications. 

• •••••• 

3911 Q. In the integration of a large area—that is, the 
integration of public utility plants in that area and 

system—a plan for that integration should be adopted, 
should it not? 

A. You mean an over-all plan? 

Q. Yes, sir. 

A. For the area—the system? 

Q. Yes, sir. 

A. That isn’t done in practice, you know, Judge. These 
things are brought together piecemeal. 

Q. Well, they are brought together piecemeal, but don’t 
you think it would be desirable, in the integration, to 

3912 have a plan or program? 

A. I couldn’t say that, no, because that would in¬ 
volve the ultimate conclusion of a plan for the integration 
of all utilities in the United States, by national grid, because 
that is where your question leads to. 

If you take it piecemeal, you acquire properties, you make 
plans to integrate them—your transmission lines, and so 
forth. That is done, but I don’t know of any over-all plan 
for the electric utility industry as it exists today. 


3916 Q. You said in your testimony yesterday that if 
you were commissioned to go into that area and 
bring those properties mentioned under common control for 
integration, that you would expect to have to pay a reason¬ 
able price in excess of their original cost. 

A. Well, either in excess or below original cost. I would 
expect to pay a reasonable price, Judge. 
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Q. And it might be in excess or below? 

A. That is correct. 

Q. You don’t know of any properties except distress 
properties selling for less than their original cost, do you? 

A. Oh, there were some, but not a great many. | 
3917 Q. It was not the rule? 

A. It depends upon the time, Judge. You know, 
the early history of electric utilities was not one of great 
prosperity. You find many street railway companies which 
owned the local electric distribution company, sold the elec¬ 
tric distribution company because they thought it was a bad 
investment. That was back about—well, just about the turn 
of the century. That happened in many places in the United 
States. 

So it depends upon the time. If you get up around the 
time you are talking about here—1926 and before that time, 
or around there—yes, I would say the general rule' was to 
pay more than original cost. 

Q. Yes, sir. 


The Witness: The only point was, Judge, that a lot of 
companies have built up their systems without hny 
3918 acquisition adjustments. 


Q. How would you determine a reasonable price to be 
paid? 

A. I would make a study of a great many things—of all 
the economics of the situation. 


Q. Give us some of them. 

A. Well, the first thing I would look at, I suppose—now 
I am acting for your company and not acting for a regula¬ 
tory commission. 

Q. That’s right. 

A. I am stepping out of my role somewhat. 


Q. Well, let’s just open the lodge now and represent the 
utility rather than a regulatory commission 

A. I would, of course, look for the franchise first, becad 


se 


without a franchise I would not likely go into the property. 
I would look to see if they had a franchise, and what kind 


I 
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of a franchise—what were the terms, conditions, and so 
forth, how long it lasted, and what were the privileges 
granted. 

I would have a competent man make a survey of the phys¬ 
ical properties to see what kind of condition the physical 
properties were in, what they were doing, how much would 
have to he replaced, whether there were diesel engines which 
would have to be abandoned, whether lines would 

3919 have to be repaired, if there were fifty cycle energy 
which would have to be converted to sixty cycle 

energy. 

I would make a complete study of the properties, and I 
would try to find out what the properties were worth on a 
replacement basis—I don’t mean replacing the same prop¬ 
erties, but on a substitute principle—what properties could 
I get to do the same job, and what it would cost me. 

I would make an estimate of the general economy of the 
region, as to whether the region is growing or going back¬ 
wards, the possibility of extending the service, the esti¬ 
mates of future revenues. I would make an estimate of 
whether or not they had regulation, and I would inquire 
into the efficacy of a regulation—that is always done, as a 
matter of fact—to see what kind of problems that might 
present. If the regulatory agency would protect the terri¬ 
tory; the rate making policies of the regulatory agency, 
and things of that nature. 

I would make a survey of all those things, and arrive at 
the price which I thought was reasonable. Now, of course 
it is true that the limiting factor in these things is the 
amount of profits that will be available to support an in¬ 
vestment. I would not, advising you properly, advise you 
to pay more for the property than could be supported by 
revenues. Of course, in some cases in the past certain 
bankers have paid much more for the properties than 
3919a could be supported for the purpose of selling securi¬ 
ties, but I would advise you to keep out of that sphere. 

3920 Q. All right. Dealing with the revenue situation, 
would you deal with the then present or potential? 

A. Oh, I would make a reasonable prediction for a few 
years, five or ten years. I might want to go beyond that, 
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but you get into too much speculation when you get beyond 
that period. 

Q. Would you advise your employers that the amount 
which you recommended they pay in excess of original cost 
of those properties was for franchise rights? 

A. Why, I probably would. 

Q. All of it? 

A. No, no, I would tell them that the proper amount was 
paid for franchise rights. 

Q. The proper amount was paid? 

A. Well, it would be the truth. 

7 i 

Q. What would you say about territorial rights? Woijild 
you say you were buying up territorial rights? 

A. Isn’t that the same as franchise rights? Do you m^an 
something different by territorial rights ? 

Q. I notice you referred to territorial and franchise 
rights. I am using the same language you have. 

A. The franchise to get in the area. 

Q. Now, your opinion as to the amount to be paid would 
be based upon the conditions as they appeared to you at 
that time, wouldn’t they? 

3921 A. And for reasonable period in the future. 

Q. For a reasonable period in the future? 

A. That is correct. 

Q. Now, let’s step over into the regulatory field. As 
you viewed them there, would you view it from the ti^iie 
of the hearing and investigation in a case like this, or 
would you view it as of the time of the acquisitions ? 

* 

The Witness: Oh, I would consider both times, Judge. 
First of all, I would never advise a client to buy into qny 
situation where he could not get a return on his invest¬ 
ment and a return of his investment. I think that is neces¬ 
sary to save him whole. I would take a look at the picture 
at the time and look at the picture today in respect to 
pertinent matters. 

Q. Go ahead. Had you completed? 

A. That is my answer, yes. 
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Q. Then you don’t think that it is entirely proper to 
view the matter of acquisition, in a situation back there 
22 or 23 years ago when the acquisitions were made, from 
a hindsight view. Is that correct? 

A. I don’t know as I understand your question, 

3922 Judge. 

Q. I mean by the question that the reasonableness 
of the situation or the amount paid should be judged from 
the circumstances and conditions as they then appeared to 
be rather than from what they now appear to be. 

A. Oh, I have assumed in all of my testimony that the 
purchase price, that part of the purchase price which is 
included in 100.5 was a reasonable thing, a reasonable cost. 

Q. Was a reasonable cost? 

A. Yes, and I have no reason- 

Q. Now, in judging the reasonableness of that cost, should 
all of the circumstances be viewed—that is, the circum¬ 
stances bearing on the reasonableness of the cost be viewed 
and weighed from what they appeared then to be at the 
date of the acquisitions, or from what they now appear 
to be? 

A. Oh, theoretically they ought to be judged in the light 
of, first, what the conditions were then to justify putting 
the amounts on the books initially and keeping them there 
at that time, because if there was no cost or nothing of value 
or good to come from the money, you had no right to put 
it on your books and it should have been removed years ago. 

Now, we have not taken any stand such as that. We have 
accepted the figures. 

Then in accounting you keep looking at the situation as 
you go along, and you make decisions in the light of 

3923 the situation at the time of your study of the matter, 
in the light of the law, the light of the standards, the 

light of the practices and things of that nature at the time. 

You just can’t get away from standards and norms and 
laws and practices of the present time in accounting, or I 
suppose in any other matter. 

Q. Now, 22 or 23 years after these acquisitions were 
made, you are setting up your judgment and opinions 
against experienced men’s judgment and experience who 
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were actually in the field at the time as to whether the 
amounts paid for these properties- 

i 

Q. —were reasonable or not? 

3924 The Witness: No, Judge, your statement is wholly 
and completely wrong. I have accepted the amounts, 

the bona fide amounts paid for these properties as cost. 

Q. And you believe it was reasonable at the time ? 

A. I have accepted it. I haven’t inquired into it. I 
have accepted it per se. Otherwise I would have testified 
the amounts should have been charged off a long time ago. 

Q. That it was reasonable. Now, let’s see—your views 
are strung out through this record at some length. You 
believe the amounts paid for these properties that have 
been assigned to Account 100.5 by you in your testimony 
were reasonable. You have accepted that. 

A. That is correct. 

Q. You say- 

A. Reasonable in 1926, at the time these expenditures 
were incurred. 

Q. That is right, at the time the expenditure was in¬ 
curred. You further take, I believe, the position that the 
expenditure was of benefit to the public at that time? 

A. I think that is right. I want to make it clear that 
I think the public would have gotten the benefit whether thus 
company did it or not, because I can’t conceive of Arkansas 
being separate from the rest of the nation. 

Q. But if any other company did it, they would 

3925 have had to have done it on about the same plan as 
this company? 

A. Oh, not necessarily, Judge. I pointed out that the 
amount of the acquisition adjustment in utility accounts 
in this country is an insignificant sum. It is about two 
percent of plant, as a whole—or less than that—so you 
can’t say this is the only way they would have been pjit 
together, or was the best way. It was one way, and I haye 
accepted the fact. 

Q. You say that it was only about two percent. 
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A. In the nation as a whole, and about 200 utilities out 
of 317 I recently reviewed have no amounts in the acquisi¬ 
tion adjustment account. 

Q. At the time the original amounts were determined, 
what do you say about it? 

A. Oh, at that time when the original amounts were 
determined for particular companies, some were large. 
I do not have the figure for the nation, but for some com¬ 
panies the amounts were large. Today in some or a few 
companies the amounts are relatively large. 

Q. You are speaking today of what remains, are you not? 
A. Yes, sir. 

Q. And does your two percent apply to what it is today 
or what it was when they started out? 

A. What it is today. 

Q. Do you have any idea what it was then when 

3926 they started out in 1937 with your system and plan 
for getting that investment out of the books? 

• •••••• 

The Witness: Judge, I can only give you a very broad 
and general and rough estimate, but I would guess 

3927 that the amount on the books in 1937 in Account 
100.5 in respect to utility plant, as a whole, was 

somewhere between five and ten percent. Now, I am 
speaking of the amounts which were properly in Account 
100.5. 

Q. Yes, sir. And- 

A. As you know, many companies, including Arkansas 
Power and Light Company, lodged great sums in Account 
100.5 which were not properly classifiable in that account. 

Q. Yes. Now, pursuing the question further, the benefits 
accrued to the public, both economic and social, I believe 
you said, from the integration of those properties. 

A. Prom integration, yes, integration of electric utility 
properties, and that is not confined to Arkansas; that is 
to the nation as a whole. 

Q. As a whole. Now, let’s assume that those benefits 
in the way of rate reductions and improved service have 
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been passed on to the consumer; and further that the state 
commission, who is on the ground familiar with all the facts 
and circumstances of the integration and benefits grow¬ 
ing therefrom, determined that the amount should be used 
—that is, the amount in the acquisition account should be 
used as a part of the yardstick for measuring the rate base, 
and thereby permits the company to earn a reascn- 
3928 able return thereon. 

Is it still your view that the amount should be 
eliminated from the books by a charge to surplus, or 
amortized off—or out, I should say—through Account 
537? 


3934 The Witness: I can’t make all the assumptions, 
Judge, without a great deal of qualification. I am 
willing to try to answer the question, but I will have to 
break it down in parts. 

• •••••• 

| 

3936 Q. Mr. Smith, I hope you can make this assump¬ 
tion : that we have a utility company, an electric 

utility company which the state commission has allowed 
and is allowed to earn $3,000,000 in the form of a return. 
I believe that would be what is commonly referred to 

3937 by your accountants as a below the line amount, below 
the line of return—as the return. That amount is 

available from the earnings of the company. 

Now, an amortization of $500,000 a year of plant acquisi¬ 
tion account is required through Account 537. Assume fur¬ 
ther that the acquisition account was of a nature that) it 
should have a return of. Would the amortization through 
that Account 537 give the investors and stockholders' in 
that company a return of the $500,000? 

A. Oh, it may or it may not, Judge. It would depend 
upon other factors. If your $3,000,000 represents a six 
percent return, and if the value of money today is five 
percent, they might be getting back even more than that. 

It would depend upon other factors. The charging to 
Account 537 has nothing to do with the problem what- 
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soever; the problem would be the same if it is charged to 
Account 505, if the item is charged to 537, or if it is charged 
to surplus. It wouldn’t make any difference at all. 

Q. Would they be getting a return of the investment if 
it was charged to surplus? 

A. Why, yes, just as much as if they charged it to 505 
under your statement of facts, because you told me the 
company received $3,000,000 as operating income. 

Q. Yes, sir. 

A. That is your starting point, and it is just a 
3938 mathematical problem from there on. 

Q. How is that? 

A. It is just a mathematical problem from that point on. 

Q. Suppose the $3,000,000 is not a fair return. What 
would you say? 

A. Then the company is not getting back a fair return 
on the cost of its properties. 

Q. Well, does the amortization through 537 have any 
effect on whether the company is getting back a fair return 
or not? 

A. None whatsoever, Judge. I thought I had made that 
very clear by this time. You are talking about a rate case. 
What happens in the rate case determines what revenues 
your company gets, subject of course to economic conditions. 

Q. All right. 

A. But the charging of it to 537 in accounting is not 
a rate determination, and it has no effect upon the revenues 
of your company. 

Q. Now, the company has a rate determination, and it 
is allowed $3,000,000, and earns $3,000,000 as a result of 
that rate determination, and money is worth six percent, 
and the $3,000,000 did not contemplate this deduction. 

Would the stockholders he getting a return of this $500,000 
by amortization through Account 537? 


3939 The Witness: The stockholders will be getting all 
the revenues, less expenses, and it would make no 
difference whether the charge were made to 537, to 505, 
or to earned surplus. 
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Q. Under the circumstances I have given you, how much 
would you transfer from net income to earned surplus, as¬ 
suming that there was no other charges against net income 
than this $500,000? 

A. I would credit $2,500,000 to surplus and $500,000 to 
the reserve for amortization. 


Q. The $500,000 then has been deducted—what would the 
credit be if the $500,000 was not deducted, the credit]to 


earned surplus? 


3940 A. The credit would be $3,000,000, if you did ijot 
amortize the amount at all. But if you amortize the 
$500,000 to 505, the credit would be $2,500,000. 

If you charged the amount to surplus, then the credit 
would be $3,000,000 to surplus; but you would have a 
charge to surplus of $500,000, which would offset the credit 
and bring the net down to $2,500,000. 


Q. $2,500,000. Now, they can’t pay dividends out of this 
item of $500,000 in account 537, can they? 


A. No, indeed; they should not. 

Q. That is right. They only have available for dividends 
$2,500,000. Is that correct? 

A. Well, assuming all other things are out of the picture, 
I don’t think they would have $2,500,000 available, any 
more than if you failed to record proper depreciation. 
Now, you may show a larger income by not taking any 
depreciation whatsoever, but the fact is you don’t have a 
larger income. That is just a matter of bookkeeping where 
you are covering up the situation, so with this amortization 
—when I hear you say that your hydro plant is an in¬ 
tangible because it is an investment in prospective earnihg 
power, and that you depreciate that, but the other intangible 
which is not associated with any physical properties you 
don’t amortize, then I say to you that one is just as subject 
to depreciation or amortization as the other, and a 
3941 failure to recognize it is likely to result in an over¬ 
statement of surplus. 


If you pay out all your surplus in dividends, then you are 
paying dividends out of capital. 


*•**••• 
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Q. The earned surplus is the account that reflects part 
of the equities of the stockholders in the company, isn’t it? 

A. That is correct, assuming of course that your earned 
surplus is correct. 

Q. All right. Now, we have got no question of depre¬ 
ciation or anything else, as you mentioned awhile ago, but 
we have the $3,000,000 as net income with no other 

3942 charges against the net income than you amortize 
through 537, acquisition adjustment, amounting to 

$500,000. 

I believe you said $500,000 would be credited to 537, would 
it— or charged to 537? I am not enough of a bookeeper 
to know. Tell me. 

A. I said charged either to 505, 537, or to surplus, but 
credited to the amortization reserve. 

Q. Charged to 537, the $500,000. That is what we are 
taking about, and you would credit earned surplus with 
$2,500,000. 

A. That is correct. 

Q. Isn’t it true that the equities of the stockholders there 
under those circumstances would be $500,000 less than it 
would be if this amortization was not taking place ? 

A. The real asset equity would not be changed, Judge, 
because charging 537 does not take one single penny from 
the company. No cash is taken away, not one single penny. 
You are talking about a bookkeeping entry. You are not 
talking about taking any money from anybody. There is 
not one single cent taken away from the company through 
amortization of this intangible. Let me make that clear. 

Q. All right. 

A. But your book surplus would be $500,000 less than 
if you did not amortize the amount, 

3943 Q. There is no other bookkeeping entry that would 
take any money away from anybody is there? 

A. Not bookkeeping entries, no. 

Q. All right. Let’s assume that this amount of amortiza¬ 
tion was recognized in the rate base; that is, operating ex¬ 
penses were burdened with the $500,000, and that it would 
come through 505, and as a result the company wound up 
with $3,000,000 of net income with no other charges 
against it. 
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Where would that $3,000,000 be credited to? 

A. That $3,00,000 would be credited to surplus, but of 
course that is a rate making question you are discussing 
now. 

Q No, I am through with rate making, and I am now tallk- 
ing about bookkeeping. 

A. But your question involves the allowance for rate mak¬ 
ing purposes of the $500,000 item. 

Q. Yes, sir. 

A. And it doesn’t make any difference to me whether it is 
charged to surplus or Account 537. 

Q. You have said that several times, Mr. Smith, and I 
think we all understand you on it. 

For accounting purposes, it is charged to 505, the amorti¬ 
zation, and it was recognized in the rate proceedings that 
took place 2, 3, 4 or 5 years ago, and the company wound up 
with $3,000,000 net income with no charges against it, 
3944 no other charges against it, and you say the $3,000,- 
000 would be transferred to earned surplus? 

A. Yes, sir. 

Q. In the other situation we have been talking about, you 
would say $2,500,000 would be charged to earned surplus. 

That is right, isn’t it? 

A. That is right, in one case- 

Q. Wait a minute. 

The Witness: In one case you have got $500,000 mpre 
than in the other case, Judge. 

Q. That would be a return of $500,000 to the stockholders 
in the first case where it went through 505? 

A. It would allow an additional profit, an additional 
amount to the corporation. I suppose you could call tnat 
allowance a return to the company. Part of it is an invest¬ 
ment in intangibles under the assumptions you have made. 

Q. Would it be additional profit to the company? 

A. No, it would be additional cash to the company. 

Q. Not profit? 

A. Not profit- 

Q. That is right. 

A. Let me take that back, Judge. It would be additional 
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profit to the company. If you allow $500,000 more 

3945 under one basis than you are allowed on the other 
basis, you get $500,000 more profit. 

Q. I want you to point out to me, then, under these cir¬ 
cumstances, how you would give a return of this acquisition 
cost to the stockholders who put up the money and paid it 
out? 

A. Well, Judge, that is not my job as an accountant. 
That is purely a rate making job, and only the rate regu¬ 
latory agency—only the agency that fixes your rates and 
only economic conditions can prevail there. No accountant 
in the world can give you $500,000 as a matter of accounting. 

Q. You are taking accounting now in its very narrow and 
limited concept, are you ? 

A. No, sir, I am not. 

Q. Mr. Smith, I wish you would give me a definition, as 
you conceive, of good will as applied to industrial enter¬ 
prises. 

A. Good will is the value that inheres in a business by 
reason of superior earning power. Good will may exist 
even though it did not cost you a cent; on the other hand, 
you may pay a large sum for good will and find it has no 
value. 

Q. Do you know of any authority that defines good will in 
industrial enterprises as you have defined it here? 

A. Oh, I think all of them define it in those general 

3946 terms, but I have not quoted the exact language of 
any definition. 

Q. All right. 

A. But the root of good will is superior earning power. 

Q. Can good will be defined in its commercial application 
without referring to value? 

A. Well, you don’t have any good will if it doesn’t have 
any value, it seems to me. Of course I can give the old legal 
definition that good will is the fact that customers will beat 
a path to one business door rather than another, but that 
cannot apply to public utilities, as I pointed out- 

Q. We are talking now about industrial enterprises, 
and leaving public utilities out of it, because it is confusing 
to my mind when you get to talking about two things in the 
same sentence. 
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Now, let’s keep in straight, please. What do you mean 
by superior earning power? 

A. Generally speaking, superior earning power over what 
other companies make which do not have the good will. 

Q. Mr. Smith, can the Respondent keep more than one 
fundamental or basic corporate book of account, or more 
than one official set of corporate accounts? 

A. Well, it seems to me that is a psycho-legal question, 
Judge. Breaking it down, the Respondent can keep 

3947 any number of books of accounts that it wants to keep. 
There is no question about that. Physically, mechan¬ 
ically, clerically you can do so. 

Now, what is official corporate accounts I suppose depends 
upon what is the official purpose for which they are kept; 
what the company looks upon as its general books of ac¬ 
count, if it keeps two books exactly alike except in certain 
details, I would presume is a psychological question. 

Q. And that is one field yet you don’t qualify in, is it? j 

A. Well, not unless you want to qualify me at this stage. 

Q. Oh, you are ready to go in any of them? 

A. Well, I had three courses in psychology, Judge. That 
doesn’t make me a psychologist, but I believe I can spell the 
word, maybe. 

Q. All right. My question contained the phrase or words 
“fundamental or basic corporate books”. Do you under¬ 
stand what they mean? 

A. I look upon fundamental—well, yes, my general ex¬ 
perience has been that with few exceptions corporations 
keep one set of hooks, and that there may he some varia¬ 
tions, there may be some supplemental accounts, there may 
be some alternative accounts for different purposes, 

3948 but generally speaking it is one set of accounts, ftnd 
that is the general practice. 

That is what I understand by fundamental or basic books, 
and I understand those terms are distinguished from memo¬ 
randum accounts, copy book accounts, and things like that. 

Q. Now, there is no psychological question involved in 
that, is there? 

A. No, sir. 

Q. Now, in the sense in which you have now used the term, 
can the company have more than one set, one corporate set? 
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A. Well, such as I view it, they only keep one set. If they 
have one they don’t have two, so the question isn’t clear 
to me. 

Q. As an accountant, you just can’t conceive of a com¬ 
pany having two sets of basic, fundamental books reflecting 
divergent and different entries on surplus and other items? 

A. Oh, I see no need for it, Judge, and I see no need for 
a company to keep two complete sets of records. But every 
accountant, even the embryo accountant has seen companies 
which keep records for income tax purposes, the income tax 
department, which records may be incorporated and con¬ 
trolled by their general books, or may be supplementary 
thereto. 

Q. Suppose the income records or depreciation 

3949 account carried for income tax purposes is different 
from that carried in the basic fundamental corporate 

accounts. Would you treat the income tax account as 
a part of the basic, general books of account? 

A. Well, for income tax purposes, I presume I would, but 
speaking now of the general corporate books, I would say 
that the books which do not include the income tax informa¬ 
tion would be called the general books of account. 

But let me point out again, I have seen records where 
you have had alternative depreciation accounts for tax pur¬ 
poses, and for other corporate purposes, in the same general 
system. 

Q. What do you mean by that? What do you mean by 
“system” in that answer? 

A. The accounting system, the general corporate books. 

Q. You mean the corporate ledger? 

A. Yes, sir. By corporate ledger, I mean the one ledger 
they keep. 

Q. The one ledger they keep ? 

A. That is right. 

Q. Now, is that considered a part of the corporate ledger 
or are they just physically bound in that? 

A. Oh, I don’t know what you mean by corporate ledger, 
Judge. If you mean general books of account, I say 

3950 no. The income tax accounts are not ordinarily con¬ 
sidered a part of the general books of account, but 

there are books of account that may have a very, very vital 
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effect-upon the affairs of the company because,'bear in mind 
that when the company has more depreciation for income 
tax purposes than it has in its other records, it automatically 
has less surplus taxwise, and when it pays the dividends 
you must determine whether that dividend is out of capital 
for tax purposes, because if it is, it is not taxable. 

Q. Suppose the company would take a million dollars for 
depreciation for income tax purposes, and was only allowed 
$500,000 for corporate purposes to be recorded or carried 
in the general books of account. 

Do you think the amount carried in the income tax state¬ 
ment would have an effect upon the surplus shown by the 
company? 

A. Well, it might depending upon further facts. Your 
word “allow” isn’t clear to me. If a million dollars was 
proper depreciation, then a million dollars should be Re¬ 
corded as depreciation. If it was not proper depreciation, 
the company should record the proper amount. 

After all, the income tax laws—I worked in the Income 
Tax Department nine years—except for certain extractive 
industries, the provisions as to depreciation are not unusual 
in any way. 

3951 Q. Isn’t it customary, and don’t you find through¬ 
out your experience in examining reports of public 
utilities that the Internal Revenue Department allows more 
ordinarily for depreciation, annual depreciation, than the 
regulatory bodies do? 

A. Judge, you are talking about—no, regulatory bodies? 

Q. Yes, sir. 

A. No, I cannot say that. I will go along with you and 
say they allow more than companies in the past showed in 
their books, because in the past utilities generally did riot 
take adequate depreciation expense, but the depreciation 
expense for income tax purposes and that as shown in the 
general records today of public utilities are getting closer 
and closer together. 

I know some companies which take the same depreciation 
expense on their books that they take for tax purposes, and 
the great margin of difference that existed before the pres¬ 
ent System of Accounts was prescribed is becoming a very 
narrow margin. 
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Q. If the Respondent kept two sets of accounting records 
pursuant to conflicting requirements of two regulatory 
commissions, would both sets of records constitute the 
fundamenal and basic corporate accounts, if the require¬ 
ments of the two commissions differ? 

3952 A. Well, I can only give you my opinion on that 
question, Judge, and I have tried to answer it in the 
direct testimony. In my opinion, where you have conflict¬ 
ing requirements, ordinarily it will not be necessary to keep 
any more than two or three accounts out of maybe a hundred 
thousand which would overlap. Two sets of books are com¬ 
pletely out. There are only a few accounts which would be 
duplicated. 

Now, it is my firm belief that when any company engages 
in business in more than one state, such as insurance com¬ 
panies or any other business, or any company engages in 
interstate commerce, it has to obey the laws of all the states, 
or both the state and federal government, and the account¬ 
ant has to recognize that, and the way he must recognize it 
is to be conservative in the statement of surplus. 

I pointed out that where you have conflicting require¬ 
ments as to reserves of insurance companies, it is the duty 
of the company accountant to show the smaller surplus, to 
my mind, because that is the most conservative practice. 
I think that is sound accounting. That is to my mind com¬ 
mon sense, and I would like to give my definition of “con¬ 
servative”, because the word has been used in these pro¬ 
ceedings different from my understanding, if I may do that, 
Judge. 


• •••••• 

3954 Q. If the records kept showed the requirements of 
each of these commissions led to different amounts 
of earned surplus at a given time, would each amount of 
earned surplus be the corporate earned surplus? 

A. I would be inclined to say that the lower amount 
would be the general corporate surplus, because the com¬ 
pany could not pay dividends out of a higher amount with¬ 
out running the risk of severe penalties. That applies to 
a corporation engaging in business in two or more States. 
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Q. I believe the question was, Would each amount of 
earned surplus be the corporate earned surplus? 

A. I said I looked upon the lower amount as the corporate 
earned surplus for the reasons I have given. 

Q. Then you don’t think that each amount would be the 
earned surplus of the corporation? 

A. I would consider the lower amount earned surplus 
because the higher amount would not be earned surplus 
under the law, and I would not advocate anyone violating 
the law. | 

Q. Would the higher amount be? 

3955 A. Of course it would not be, Judge, because the 
higher amount could not be paid out in dividends. 

It is not surplus; it is not free. With all the restrictions of 
the law on the thing, it is not surplus. 

Q. Isn’t that a legal conclusion? j 

A. Well, after all accountants have to look at those mat¬ 
ters too. Accountants, you know, have to take certain 
courses in law, and they must know something about 
corporate laws before they can certify to corporate balance 
sheets. If you are asking me about what is surplus, I am 
answering you as an accountant. 

Q. As an accountant can there be more than one earned 

surplus- 

A. Yes. 

Q. —at the same time? 

A. Oh, yes, Judge. As far as the accounting view is con¬ 
cerned, there are a lot of choices as to whether you put 
this item here or there, or what you do with it. Now, tWo 
accountants may keep the same set of books and yet get a 
different corporate surplus. That is not impossible. It is 
done regularly. 

Q. Who makes this choice? 

A. In the first instance- 

Q. Management or the accountant? 

A. In the first instance it is the choice of the 

3956 management, and it is audited and checked by the 
accountant. If the accountant disagrees with it, he 

has to say so. He has a moral and legal obligation to say so. 
Q. And he qualifies it in his certificate? 
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A. Well, he qualifies it, but to this extent, that if his 
qualification is such as to negative what is set forth in the 
income statement, he is prohibited from even signing the 
statement, giving a qualification, or anything else. He must 
keep his name off the statement. If he doesn’t—well, you 
will find what has happened in the past—certain accounting 
firms have had to pay penalties in lawsuits for not observ¬ 
ing that rule. 

Q. Mr. Smith, what is the purpose of accounting as 
employed in industry today? 

A. I will accept the definition of accounting as given in 
Accounting Bulletin No. 1 of the American Institute of 
Accountants. 

May I get that and read it, Judge? I would rather give 
you something like that than try to frame a definition on the 
spur of the moment. 

Q. That is all right. I asked you what the purpose of it 
was. 

A. Do you have Bulletin 1 here ? 

A. May I change that to Bulletin No. 9 of the 
3957 American Institute of Accountants? 

Q. Whatever one it is. 

A. I am now quoting from that bulletin, which was issued 
in May 1941: 

“Accounting is the art of recording, classifying and 
summarizing in a significant manner and in terms 
of money, transactions and events which are, in part 
at least, of a financial character, and interpreting the 
results thereof.” 

Q. That comes from Accounting Bulletin No. 9? 

A. Yes, sir. 

Q. That is put out by the Committee on Statistics, I 
believe, of the- 

A. By the Committee on Accounting Procedure of the 
American Institute of Accountants. 

Q. The American Institute of Accountants? 

A. Yes, sir. 

Q. It is a very reliable and authoritative work that they 
put out, is it not? 
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A. II is authoritative, just like other writings in the field 
of accounting constitute an authority. As to being re¬ 
liable—well, it depends upon the degre to which they are 
accepted. They are not binding like a code. I would classify 
those bulletins in the same general category as a first class 
accounting treatise. 

3958 Q. A first class accounting treatise of high author¬ 
ity? 

A. Oh, yes. If it is first class accounting treatise, 
I think it is probably high authority. 

Q. All right. Now let’s turn to Bulletin 24. It is entitled 
to the same recognition as the Bulletin you just read from, 
is it not? 

A. I think it probably belongs in the same category. 

Q. It is in the same category? 

A. Yes, sir. 

Q. I judge from your previous testimony that you do pot 
agree with Bulletin 24 in its statements? 

A. You can’t draw that conclusion. 

Q. I can’t? 

A. There are certain parts of Bulletin 24 which I think 
are good. My interpretation of Bulletin 24 is this: I think 
there is a great deal of merit in what it says, but I can’t 
agree with some of the implications given in the testimony 
in this proceeding as to Bulletin 24. 

Q. All right. Let’s take this clause in Bulletin 24 and see 
if you agree with this. This is speaking of write-offs where 
there is no eviednce of loss of value, and I quote: 

“The Committee believes, however-” 

I am asking you now to look at the last paragraph 

3959 on page 200 of that bulletin. 

“The Committee believes, however that such disposi¬ 
tion should be discouraged, especially if it is proposed 
to be affected by charges to capital surplus.” 

A. Yes, sir. 

Q. Do you agree with that ? 

A. Yes, sir, by putting the emphasis on “especially if jit 
is proposed to be affected by charges to capital surplus”. 
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You know the story back of that, Judge. The Securities 
and Exchange Commission and other agencies have been 
deploring the charges to capital surplus. One of the very 
few rules that has ever been adopted by accountants gen¬ 
erally and by vote of the accountants, is that charges to 
capital surplus should not be made of items which normally 
go to the earned surplus account. 

The Securities and Exchange Commission has issued a 
release saying these items should not go to capital surplus 
and I agree that such dispositions should be discouraged, 
if they go to capital surplus. 

Now, if you take the first part and say “such disposi¬ 
tion should be discouraged,” period, I would say no, I can’t 
go along with that; and the practice of the accounting firms 
of which members of the committee are associated, is 
3960 to the contrary, because they certify to statements 
of companies which are charging off the intangibles 
to the earned surplus account, and doing it regularly. 

Q. All right. Now turn to the first paragraph on that 
page, the last sentence. That is page 200. And I quote: 

“The committee believes that such amortization 
should be entirely within the discretion of the corpora¬ 
tion and should not be regarded as mandatory.” 

You don’t agree with that at all, do you? 

A. Well, now, are you talking about public utilities or 
industrials, or both? 

A. I am talking about the fact that it could hardly be 
mandatory in industry, could it? 

A. Oh, yes. 

Q. Unregulated industry? 

A. Oh, yes, indeed. It could be made mandatory by ac¬ 
countants insisting upon it. 

Q. I am asking you, Do you believe that the question of 
whether they should be disposed of—I don’t care whether 
in industry or in public utilities—rests within the discretion 
of the corporation, and should not be regarded as manda¬ 
tory? Do you agree with that? 
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A. Well, I have to give you an explanation, Judge, be¬ 
cause I can’t give a yes or no answer to that question. 

• • • • * • * 


3962 Q. My question was, Do you agree with the state¬ 
ment made in the last sentence of the first incomplete 
paragraph appearing on page 200 of Accounting Research 
Bulletin No. 24, which reads: I quote: 


“The committee believes that such amortization 
should be entirely within the discretion of the corpora¬ 
tion and should not be regarded as mandatory.” 


A. Well, now, “should not be regarded as mandatory” 
is the part of the question I would like to devote my atten¬ 
tion to first. 

The accountants—public accountants in general—hive 
not—certainly not for forty years—been able to insist that 
intangibles be amortized or depreciated or charged iff. 
That has not been considered so since the time Dicksee 
wrote his first auditing book—that they could insist upon it. 
There have been two schools of thought as to whether it 
should be done. Most accounting writers take the position 
that intangibles should be written off. I agree wiith 
3963 that. But to say that it is mandatory as far as public 
accounting is concerned, I would have to say from 
the practice of private corporations that competition is the 
thing that governs this more than accounting principle. 

When it comes to public utilities, I think that it is reason¬ 
ably required to amortize those intangibles, and I believe the 
action must be taken by the regulatory agency which staijds 
in the place of management in regard to many problems of 
accounting, and with respect to many decisions that must 
be made in the field of accounting. 

Q. Have you finished? 

A. Yes, sir. 

Q. Then you think as an accounting principle it is a 
regulatory practice? Are we to understand that is your 
view? 

A. No. 
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Q. That it would make it mandatory in the utility field! 

A. No. Just as a regulatory agency has authority to pre¬ 
scribe the system of accounts and what goes into those 
accounts, and the depreciation method, so it must take the 
responsibility in respect to intangibles. That is, in my 
opinion, a function of the regulatory commission. 

Q. Well, it is a regulatory practice, isn’t it? 

A. It is a regulatory necessity, as I look upon it. 
3964 Q. Please tell me whether it is a regulatory prac¬ 
tice or not. 


• •••••• 

The Witness: I misunderstood your question, Judge. 
It is a regulatory practice to require intangibles to be 
amortized. 

Q. Then your theory of being mandatory is that it is 
required that intangibles be amortized in that field, whether 
it is necessary or whatever it may be—that it is a regu¬ 
latory practice? 

A. Yes. It is almost a universal practice in the regulatory 
field. 

Q. I believe you are acquainted with and have referred 
to Dr. Paton’s accounting handbook and made some quo¬ 
tations from it, have you not? 

A. Yes, sir. 

Q. Was that the 1943 edition of the book from which 
your quotations were taken? 

A. Yes, sir. 

Q. I wish you would turn to page Roman IX, 
3965 “Editor’s Preface,” and tell me if he used this 
expression. I quote. 

“For authoritative expressions of opinion on con¬ 
troversial questions, reliance has been particularly 
upon the various publications of the American Insti¬ 
tute of Accounting, the National Association of Cost 
Accountants, and the American Accounting Association, 
and other professional groups.” 

• •••••• 
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3966 The Witness: Yes, it does. 

Presiding Examiner: All right 

The Witness: I would like to add that he left out a very 
important authority when he left out regulatory commis¬ 
sions, and the Committee on Statistics and Accounts of 
the National Association of Railroad and Utilities Com¬ 
missioners; and being a consulting editor in the prepara¬ 
tion of the handbook, maybe I had better call that to his 
attention the next time I see him. 

Q. He doesn’t even quote you, does he? 

A. Well, he puts my name in the front as being a cbn- 
sulting editor, Judge. 

• » • • • • • 

3967 Q. Mr. Smith, do you believe, accounting-wise, that 
it makes no difference whether an item is deducted in 

the operating section of an income statement or whether 
it is deducted in the nonoperating section, as you have, I 
believe, referred to the sections of the statement? That is, 
I am now taking about the same statement. 

A. You are saying that accounting-wise? 

Q. Yes, sir. 

A. Well, accounting-wise you get different sub-totals at 
different stages, but the net profit is the same. 

Q. Accounting-wise, can you give a categorical answer 
to my question? 

A. No, Judge, I can’t give you a categorical answer there. 
The practice in reporting items in the income statement 
where industry and public utilities are concerned, 

3968 varies a great deal. Now, I mentioned before incotne 
taxes. Some systems of accounts show income taxes 

last, some like that of the Federal Power Commission shows 
it up in the operating section. 

It doesn’t make any difference, as I see it, Judge, whether 
it is shown last or whether it is showm in the operating sec¬ 
tion of the income statement. 

Q. It would make no difference on the amount of income 
reflected by the statement? 

A. That is correct. Net income. Yes, sir. 
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Q. Is that the reason why it makes no difference about 
which place it is included? 

A. No, it is more than that, Judge. I feel that the way 
you present your income statement, as I testified yesterday, 
is a matter of preference. Now, I certainly have no pre¬ 
conceived ideas as to exactly what is the best way of pre¬ 
senting an income statement. Whatever way is the best 
way to present it for a person to understand it is all right 
with me. 

I do not think, accounting-wise, it makes any difference 
if you show taxes in the operating section, in the last part 
of the income statement, or where you show it, as long as 
you show it and properly label it. 

Q. Can you mention anything else besides income taxes 
where it makes no difference about where it is shown? 
3969 A. Let’s take depreciation. The present form of 
income statement of the Federal Power Commission 
shows depreciation as a separate item on the income state¬ 
ment. There are a great many people who maintain that 
depreciation ought to be shown in the operating expenses 
themselves. That is the practice in a good many places. 

Again I think it is perfectly sound to do it that way. It 
is a matter of choice. 

Q. Does it make any difference whether depreciation is 
deducted in the operating section of the income statement 
or in a nonoperating section? 

A. To me as an accountant, Judge, it wouldn’t make any 
difference, because I can understand it; but I think it is 
better reporting and makes a more informative statement 
to show depreciation separately on the income statement, 
not as a part of the operating expenses but in the operating 
section of the income statement. 

Q. In your answer to Question 89 of your prepared testi¬ 
mony, found at the bottom of page 72 thereof, you said, 
quote: 

“Where there is a difference which affects the amount 
of earned surplus, it should be resolved by using the 
lower amount of the earned surplus item.” 
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Did you mean by this that a corporation can have oxjdy 
one amount of basic corporate earned surplus or 

3970 two different amounts of earned surplus at the same 
time ? 

A. I would prefer to say from my viewpoint that it has 
one, but, Judge, there are a great many qualifications, 
a great many strings tied to that answer. 

I said before that no two accountants would get the sajme 
surplus. Mr. Bell, who testified here, and Mr. Grady, who 
testified here, if they were to go out to a set of books 
and go over those books and prepare them and keep thbm, 
would get different surplus amounts. Now, you ask pie 
which is the real surplus? I can say probably either Okie. 
One of them is in one man’s mind, and the other may be in 
the other man’s mind. 

If I looked at the two studies I could come to the con¬ 
clusion of what I thought was the real surplus; but I want 
to make it clear that accounting is not an exact science. 
It is an art or a science where you can get two different 
answers, and the fact that you have different views asj to 
what is the proper earned surplus—well, that is quite a 
general situation. 

Now, with that explanation I would go back and say I 
would like to see one earned surplus that I would call the 
earned surplus of the company. I would call that the lower 
of the two which you have described. 

Q. Would you agree with me that a corporation can have 
only one corporate earned surplus? 

3971 A. Stated that way on a pure theory, I would iay 
no, because if Mr. Bickley computed your surdlus 

you would have one; if Mr. Bell computed your surplus you 
would have another; and if Mr. Grady computed your sur¬ 
plus you would have still another. 

Q. Are you not discussing the difficulties in measuring 
the amount rather than giving an answer to the question!? 

A. Well, Judge, I am answering the question by dis¬ 
cussing just how you compute earned surplus. Earned 
surplus doesn’t exist in a vacuum. 
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Q- You can’t give a categorical answer then to the ques¬ 
tion, or you don’t see fit to? 

A. I think I have given a categorical answer to it, Judge. 

Q. That is, yes or no? 

A. I said yes with my qualifications. I thought the 
lower surplus was the one that should be accepted as the 
corporate surplus. 

Now, I think if the officers of the company show some¬ 
thing else that they are running a great risk. 

Q. What do you mean by alternative accounts ? 

A. I believe- 

Q. In answer to Question 91 of your prepared testimony, 
you use the expression “memorandum accounts are 
3972 of two kinds”. One kind, you say, are not a part of 
the general ledger, and the other, you say “are in¬ 
cluded in the general ledger”. Do you distinguish between 
“a part of” and “included in”? 

A. There might be a very technical distinction there, 
Judge. If they are in the general ledger and within the 
framework of the general entry accounting system, they 
are, of course, in the general ledger. 

Now, if you have memorandum accounts which are in the 
general ledger, whether they would be a part of the gen¬ 
eral ledger or not—physically, they are, but for the purpose 
of taking off statements they are not. I don’t know just 
how that question could be answered otherwise. I have 
never considered it before. 

Q. When you say that the second kind of memorandum 
accounts “are included in the general ledger” do you mean 
that they are just bound up physically in that ledger or do 
you go further and say that they are an essential part of 
the general ledger to be included in the trial balance of 
that ledger from which the corporate balance sheet is pre¬ 
pared? 

A. Well, Judge, I mean between what you have just said. 
They are physically in the general ledger. You can take 
them off in the trial balance, see? You usually do, because if 
they are a part of the general ledger vou take them 
off. 
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3973 But in preparing your financial statements from 
the trial balance you just offset them and fprget 

about them. That is the practice. It is a routine prajctice. 

Q. Can two different accounts for the same item be in 
the same trial balance? 

A. Two accounts for the same item? 

Q. Yes. 

A. Can you help me out? 

Q. Two different accounts for the same item? 

A. Can you help me out a little more as to what you 
mean? 

Q. I mean just what I said about the same item. 

A. You mean two separate and distinct physical ac¬ 
counts—two separate ledger pages? 

Q. Definite items. Two different accounts for the Same 
item. 

A. Well, if you won’t help me, Judge, I will hatfe to 
make my own assumptions. 

Q. All right. 

A. I am assuming now that you are speaking of two sheets 
of paper, two separate ledger pages, and the pages both 
have the same item on them. Let’s say it is cash. You’ve 
got cash in the bank of a million dollars. Both have this 
million dollars—it is on each ledger page. Then I would 
say you cannot take the two million dollars you’ve 

3974 got in your books and square it with your double 
entry system of accounts. If you want to have one 

ledger page, and you want to have two titles on that—you 
want to have “Cash” on it and you want to have andther 
title—the cash is deposited in Biggs National Bank and you 
show one figure of a million dollars on that page, of course, 
that is easily done. It is perfectly sound. 

Q. Assume that the accounts in 505, Amortization of 
Electric Plant Acquisition Adjustment, and 537-A, Miscel¬ 
laneous Amortization of Electric Plant Acquisition Adjust¬ 
ments—now, that is 537-A—that is the sub-account of 537— 
the amount is the same in each, and it is for the same 
amortization. Can they both be reflected in the ledger-i- 

A. Judge- 
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Q. Wait a minute. —in a trial balance? 

A. That is- 

The Witness: As a matter of fact, that is exactly what you 
have in Pennsylvania and in Louisiana and in Alabama and 
many other places. You have one account with two titles, 
505 and 537. There is no reason why you can’t put both of 
those titles in the trial balance and put the amount opposite. 
It is the easiest thing in the world. It is elementary. 

3975 Q. Do both amounts enter into the total? 

A. It is only one amount. You gave me the same 

figure. 

Q. Two accounts though? 

A. You gave me two titles on the same page. 

Q. Supposing your general ledger has in it physically 
two sheets for earned surplus, but that the balance shown 
on one sheet is different from the balance shown on the other 
sheet, and that one of these sheets is the second kind of 
memorandum account which you mentioned; are both sheets, 
showing different amounts for earned surplus, a part of the 
general ledger or official books? 

• •#•••• 

The Witness: Well, as I understand the question, Judge— 
and I have some difficulty with it—but as I understand your 
question, one of those surpluses is a memorandum 

3976 account. If that is so, while it is physically in the 
general ledger, it would not appear in the financial 

statements and it would, of course, be a memorandum ac¬ 
count. 

Q. What do you mean by the expression “alternative ac¬ 
counts”? 

A. Well, “alternative accounts” means that account with 
two titles which may be classified differently for different 
purposes. I believe I borrowed the term from a writing 
of Mr. George 0. May, who has been referred to in these 
proceedings. 

Q. When there are two accounts for the same asset at 
the same time, each showing a different balance, can both of 
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the alternative accounts, as you call them, be a part oi the 
corporate ledger or official fundamental books of account? 

••••••• 

The Witness: They could be a part of your cor- 
3977 porate ledger. They both could not enter into your 
financial statements. You could have alternative 
accounts in the ledger, but you couldn’t duplicate them in 
any financial statements you prepared. 

Q. Assume that the Arkansas Department of Public ittili- 
ties—now Public Service Commission—has found that a cer¬ 
tain expenditure by the company in this case was for an asset 
of continuing value, and that the asset should not be 
amortized, and that the Federal Power Commission has 
said that the same asset should be amortized, could the 
account recording the amortization be a part of the official 
corporate ledger of the corporate accounts, if the accounts 
are kept in conformity with the Arkansas Commissipn’s 
finding? 


3978 The Witness: Yes, I was just going to make the 
statement that if the Arkansas Commission says you 
shall do this and nothing else, well, that’s it. 


Now, that might be an arbitrary decision on the part of 
the Federal Power Commission or the Arkansas Cominis- 
sion, but mechanically and bookkeeping-wise and clerical- 
wise, I can put them into the accounts and put them in the 
corporate books. It is an easy thing to do. It is elementary. 
It transfers a burden to management as to what they;are 
going to use in making reports to stockholders, but 
3979 as far as bookkeeping procedure is concerned, it isn’t 


difficult, as I have explained in my direct testimony. 


Q. Wait a minute. You may not have understood the 
question, and I probably didn’t state it right. Let me see 
if I can do it again. 

Assume that the Arkansas Department of Public Utili¬ 
ties—now Public Service Commission—has found thajt a 
certain expenditure made by the company in this case, yras 
for an asset of continuing value, and that the asset should 
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not be amortized; and assume further that the Federal 
Power Commission has said that the same asset should be 
amortized, could the account recording the amortization be 
a part of the corporate ledger if the official corporate ac¬ 
counts are kept in conformity with the Arkansas Commis¬ 
sion’s findings, and if the official income account is on the 
basis of the Arkansas Commission’s findings? 

• •••••• 

3980 The Witness: Very easily. You can very easily 
amortize it to surplus. It would be no problem at 

all. 

Q. The surplus ledger accounts ? 

A. Surplus. Yes, indeed, surplus ledger accounts. You 
could do it in the very manner I have testified here in my 
direct testimony. 

Q. Well, now- 

3981 The Witness: In the very manner I have indicated 
in my direct testimony. 

Q. The surplus is shown on the balance sheet, is it not? 

A. Oh, yes, but you may have several accounts on the 
balance sheet showing surplus. You may have a sinking 
fund reserve which is pure surplus, called by a different 
name. You may have more surplus than is shown in the 
surplus account itself. That may be subdivided. You 
may have reserves for contingencies; you may have other 
reserves, which some people will consider surplus and others 
will not. It is not unusual at all. 

Q. Do you consider items set apart and restricted as 
falling into the same category as a general surplus? 

A. Oh, Judge, restriction ordinarily wouldn’t worry me. 
You can have restrictions on surplus itself, but it is still 
surplus. 

To help you out in this, I would not consider amortiza¬ 
tion reserve as a part of surplus, as far as I am concerned. 
Someone else might do so. The Arkansas Commission 
might want to do so, and may do so, if it cares to. 
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Q. My question was, Do you consider an item sbt up 
from earning, and its use restricted, as being in the 

3982 same category as earned surplus? 

• • • • • • • | 

The Witness: Why, yes, Judge, you may have a bond 
indenture which requires you to set up a sinking fund 
reserve. Not a sinking fund now. There is a big difference 
between sinking fund and sinking fund reserve. Your bond 
indenture may require you to set up a sinking fund reserve. 
That reserve is surplus even though it is restricted by the 
bonds outstanding. It is earned surplus which is not avail¬ 
able for dividends for a certain period of time, but |it is 
still earned surplus. 

i 

Q. Could the official books of account, or basic funda¬ 
mental books of account, show at one and the same time 
that the asset previously referred to is being amortized and 
that it is not being amortized? 

A. Oh, I think within the framework of your corporate 
ledger you could do that, but when you come to your funda¬ 
mental books, it depends a good deal on what the manage¬ 
ment is going to report. 

Now, you can subdivide accounts all you want, and by a 
process of subdivision you can do the things wjhich 

3983 I mentioned in my direct testimony. That puts, I 
say, a burden on management as to what it considers 

the corporate amounts to be reported in its routine financial 
statements. As far as the bookkeeping part of it is con¬ 
cerned, Judge, I see no problem there. 

Q. Mr. Smith, I fear you did not understand my question 
from your answer. Let me repeat it, please. 

Could the fundamental or basic books of account shoyv at 
one and the same time that the asset previously referred to is 
being amortized, and that it is not being amortized? 

A. It could show that, Judge, yes, by the construction 
that you place upon the reserve for amortization. I Jook 
upon the reserve for amortization as amortizing the account 
that you spoke of—the asset account. The Arkansas Com- 
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mission might say no. They might say, “No, we don’t be¬ 
lieve in amortization—that is surplus”, and they might treat 
it as surplus. 

Q. Do you think you have answered my question, Mr. 
Smith? 

A. I have answered your question. 

Q. Do you understand it? 

A. Yes, sir, and I have answered it. 

• ••#••• 

3984 Q. Could two, three, or more alternative ac¬ 
counts for the amortization—Strike that question. 
Could two, three, or more alternative accounts for the 
same item and at the same time be a part of the corporate 
ledger, balance sheet and income statement? 


The Witness: Well, that certainly is a most contradic¬ 
tory statement. You mean the same item appears in both the 
balance sheet and the income statement? 

Q. That is what I am asking you. 

A. That is, the same item does not appear in both places ? 

Q. Could two, three, or more alternative accounts 
3985 for the same item and at the same time be a part of 
the balance sheet? 

A. Is that your question ? 

Q. Yes. 

A. Only in the manner in which I have described at great 
length, by having one sheet with three items—three titles— 
and the amount on that one sheet. You could not double or 
triple the amounts on the balance sheet and have a balance 
sheet, of course. 

Q. Can you make a categorical answer to that question, 
Mr. Smith? 

A. Judge, that question is not susceptible of a categori¬ 
cal answer. 

Q. As part of your answer to Question 93 of your pre¬ 
pared testimony, you discussed the amortization by the 
West Penn Power Company of its acquisition adjustment 
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account, and explain that the company is amortizing the 
account by charges to Account 505, according to an order of 
the Pennsylvania Public Utilities Commission, hut by 
charges to Account 537, according to the order of the Fed¬ 
eral Power Commission. Is the amount to be amortized 
the same under both orders? 

A. Yes, sir. 

Q. Is the annual amount of amortization the same tender 
both orders? 

3986 A. Yes, sir. 

Q. You said, I believe, that the West Penn Pjjwer 
Company carried but one sheet in its general ledger fop the 
amortization charges, and that this sheet is one account 
having two names. 

A. Yes, sir, that is my understanding. 

Q. What are the two names? 

A. Well, Accounts 505, Pennsylvania Commission, and 
537, Federal Power Commission. 

Q. What is Account 505? 

A. Account 505 is Amortization of Acquisition Adjust¬ 
ments, which is in the operating section of the income state¬ 
ment. 

Q. And 537? 

A. That is the same account, which is in the nonoperating 
section of the income statement. 

Q. Suppose that the West Penn Power Company carried 
two sheets in its ledger, one identified as Account 505, 
Amortization of Electric Plant Acquisition Adjustments, 
and the other identified as Account 537, subaccount A, [Mis¬ 
cellaneous Amortization of Electric Plant Acquisition 
Adjustments; could both accounts represented by these 
sheets he a part of the general ledger? 

A. They are two sheets we are talking about now, is that 
right? 

3987 Q. Yes, sir. 

A. I would say not, Judge, but that would be a 
ridiculous thing to do. No bookkeeper would do it. 

Q. Could both accounts be a part of the same trial 
balance ? 

A. Two accounts? 

Q. Yes. 
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A. You couldn’t duplicate it. Judge. No, that would be 
ridiculous. 

Q. Could both accounts be a part of the same income 
account or the same income statement? 

A. You wouldn’t duplicate it anywhere. If you put the 
same amount twice in an income statement or balance sheet, 
you are just doubling up, and of course you get a wrong 
answer. You can’t do that. 

Q. Then your answer to those three questions is no, is 
that correct? 

A. Judge, I think it is so elementary that you can’t do 
what you are asking me—to duplicate the figures—that I 
am amazed at such questions. 

Q. In spite of your comments, your answer is still no, 
is it? 

A. The answer is no. You cannot duplicate the figures 
in the statements. 

Q. Are Accounts 505, Amortization of Electric 

3988 Plant Acquisition Adjustments, and 537, Miscel¬ 
laneous Amortization, the same account? 

A. They are two accounts in the income statement. 

Q. Are they the same account? 

• •••••• 

The Witness: Yes, sir. They may be the same account in 
the ledger, the same sheet of paper, and the same account. 
Yes, Mr. Bickley, the same sheet, but when it comes to your 
income statement, you can’t have it in two places. 

3989 You have got to put it in one place. 


• ••*••• 

Q. Then your answer would he that they are not the 
same account? 

A. Judge, I can’t improve upon the answer I have just 
given you. 

Q. All right. Now, where amortization of electric plant 
acquisition adjustments is referred to by that account 
title in the Federal Power Commission System of Accounts, 
is it not for Account 505 only? 

A. No, I think the amortization of acquisition adjustments 
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may be made to Account 505, 537, under surplus, and cer¬ 
tainly there have been many, many cases in -which those 
three accounts have been used—where one of those three 


accounts have been used in given cases. 

Q. Just a minute. My question, Mr. Smith, was where 
amortization of electric plant acquisition adjustments is 
referred to by that account title in the Federal Power Com¬ 
mission System of Accounts, is it not for Account 505 ojily? 
I am talking now about the reference in Uniform System 
of Accounts. 

A. Judge, my answer is no. The Federal Power 


3990 Commission has held- 


Q. I am not- i 

A. —that the amortization of acquisition adjustments 


may be made to 537 and has ordered such disposition. 

Q. Yes, sir. 

A. Under the System of Accounts. 

Q. I appreciate that, but I am asking you now about 
the reference in the Uniform System of Accounts by accolunt 
title. 


A. Oh, the title. 


Q. Yes, sir. 

A. The only title of amortization of acquisition adjust¬ 
ments is 505. 


Q. Well, that’s all I was after. 

Now, is Account 250, reserve for depreciation of electric 
plant, the same as Account 271, earned surplus? 

A. It is not, to my way of thinking. 

Q. Is Account 252, reserve for amortization of electric 
plant acquisition adjustments, the same as Account 5271, 
earned surplus? 

A. No, sir, not to my way of thinking. 

Q. In your answer to Question 95 of your prepared testi¬ 
mony, on page 77,1 note this, and I quote: 

I 

“One of the titles would be 252, reserve for amortisa¬ 
tion of electric plant acquisition adjustments, 
3991 which would be kept pursuant to the order and (re¬ 
quirements of the Federal Power Company [si^:], 
and the other title would he 271-A, earned surpltis, 
Arkansas Department of Public Utilities.” 
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By that you did not mean to say that they are the same ac¬ 
counts, did you? 

A. The same? 

Q. Two titles? 

A. Two titles on the same account. That is what I mean to 
say. To me it is amortization, but if the Arkansas Com¬ 
mission did not believe in amortization, it obviously would 
consider the item surplus. 

Q. Is Account 252 a subdivision of Account 271, as the 
term “subdivision” is used in General Instruction D, page 
9 of the Federal Power Commission’s System of Accounts? 

A. I wouldn’t consider it a subdivision, Judge, no, sir. 

Q. Is Account 250, reserve for depreciation of electric 
plants, the same as Account 252, reserve for amortization 
of electric plant acquisition adjustments? 

A. No, sir. 

Q. Is Account 250, reserve for depreciation, the same as 
Account 270, capital surplus? 

A. Not in the Federal Power Commission’s System of 
Accounts. 

3992 Q. Well, is it in any others that you know of? 

A. No. If the item is depreciation, it is not sur¬ 
plus. But again that doesn’t change my direct testimony 
that you can have an item appearing on a page with two 
titles—that one man will consider it one thing and another 
man will consider it something else. 

Q. Well, let your direct testimony stand. 

Mr. Smith, do you know of any well known accounting 
authority that advocates that cost of intangibles should be 
charged off or amortized out of net income, if such in¬ 
tangibles have a present value equal to their cost and an 
earning power equal to any tangible asset in electric utilities 
plant account? 

• •••••• 


3993 Q. Wait just a minute. Would you prefer “recom¬ 
mend” instead of “advocate”? 

A. Yes. The members of the Committee on Statistics 
and Accounts of the National Association of Railroad and 
Utilities Commissioners, who are, in my opinion, the leaders 


1485 


in this field, recommend it. They are the best authority I 
can cite to you. 

The next authority I can cite is the Interstate Commerce 
Commission, which certainly is one of the leading account¬ 
ing authorities in the United States, and the Interstate 
Commerce Commission steadfastly amortizes these things 
through the nonoperating section of the income statements. 

The next authority I can cite is the Securities and Ex¬ 
change Commission ; also the Federal Communications Coin¬ 
mission, the Public Service Commission of New York, j I 
could go on. They are, to my mind, the leading accounting 
authorities in this field. 

3994 Q. Now, in those eases that you refer to, where 
those commissions recommend, or where this com¬ 
mittee recommended, did the intangible have a present vallue 
equal to its cost and an earning power equal to any tangi¬ 
ble asset in the plant? 

A. I think in plenty of cases they have, yes. 

Q. I wish you would- 

A. Well, take the Interstate Commerce Commission cases. 
I don’t think there is any doubt about it that it- 

Q. Will you- 

The Witness: Well, the Interstate Commerce Commission 
cases have that value. As a matter of fact the commissiohs 
generally do not treat it from that viewpoint because, as 
I have tried to point out, your physical properties have 
value, but you depreciate those—you spread the cost of thojse 
over a period of years. 

Accounting authorities take the view that in the cake 
of intangibles pretty much the same thing should appl|y. 
Your word “advocates” struck me as being rather strange. 
Certainly the leading accounting firms in the United States 
concur in it because they certify to the financial statements 
in which it is done. 

Q. Will you please find the particular instances 

3995 where such has been recommended by these commis¬ 
sions you mentioned where all of the elements in¬ 
cluded in my question were in the case? 

A. Well, Pennsylvania Power and Light Company has a 
valuation exceeding its book amount of plant. It has that 


1486 


valuation for rate purposes. It is still amortizing 22 mil¬ 
lion dollars of acquisition adjustments, and the firm of 
Haskins and Sells, of which Mr. Bell is a partner, is certi¬ 
fying to the statement. 

Q. All right. In that Pennsylvania statement, did the 
intangibles have a present value equal to their cost and an 
earning power equal to that of any tangible asset in the 
plant? 

A. Their over-all assets did, and I don’t know how you 
can go back and label a dollar spent years ago for this partic¬ 
ular thing or that particular thing, and say “That is ‘it’ to¬ 
day”. I couldn’t do it, because of the change in economic 
conditions—changing conditions. 

Q. Well, I want you to find me where the same elements 
as I state in this question were involved in cases that you 
mentioned, and find me those cases. 

A. I think the Detroit Edison Company is another case. 

Q. If you think it necessary, I will give you time to look 
it up. I would like for you to produce it. 

• ••••• • 

3996 The Witness: Let me say I give it to you, Judge. 

Detroit Edison intangible was included in the rate 
base, and the amortization was not required or allowed as 
an expense. Nevertheless, the company is amortizing the 
intangible. 

Q. All right. That’s one. Now name another. 

A. Well, I would presume that most of these cases I 
have mentioned have values as great as what appears on 
their books. 

Q. You are assuming that, are you? 

A. Why, of course, Judge. You can’t go out and take 
each individual asset of a public utility and say, “Is this 
worth so much today? Is the intangible worth so much to¬ 
day?” I don’t see how you could do it. 

Q. All right 

A. You can deal only with the over-all results. 

Q. It has been done in the case now being heard, has it 
not? 
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A. Well, yes. The Arkansas order is the only order of 
its particular kind that I know about. 

3997 Q. Yes, sir. And the Detroit Edison Company 
rate base was upset or reversed by the courts? 

A. Oh, no. That was the older case. I am talking about 
the case after it came back when they settled the thing, and 
they were upheld; the Commission was upheld in the Case 
I am talking about, Judge. There was a very big reduction 
in rates. 

Q. Didn’t they ever take amortization in that case through 
505? 

A. I don’t know where they are doing it, Judge. They 
may be doing it in 505, but whether they are doing itj in 
505 or not, they are not getting it back in earnings be¬ 
cause the Commission can’t allow it. 

Q. Then it wouldn’t be the same thing as my question 
proposed? 

A. If your question goes to the form, it would not be the 
same thing. If it goes to the substance, it would be the same 
thing. 

Q. I am going to form. 

A. If it goes to the form it would not be the same because 
I believe they are charging the amount to Account 505, 
which is not being allowed as a rate case expense, you know. 

• * * • • * • | 

j 

4007 Redirect examination. 

i 

By Mr. Wahrenbrock: 

Q. I would like to ask you, Mr. Smith, with what meaning 
did you use the term “conservative” in answering Mr. Las- 
ley’s question? 

A. I used it in accordance with the meaning set 

4008 forth in Webster’s Unabridged Dictionary, as fal¬ 
lows : j 

“Conservative: Within safe bounds; moderate; is, 
a conservative estimate; also adhering to sound prin¬ 
ciples; believed to involve little risk; not speculative^” 

Q. In your answer to Question 54 of your prepared testi¬ 
mony as it appears in lines 10 to 11, page 3433, you said 
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that in your opinion $1,940,086.96 is classifiable in Account 
107 and $4,307,113.08 in Account 100.5. 

Is that answer subject to possible adjustment? 

A. Yes, it is. That answer was based upon details com¬ 
piled and computed by Mr. Cross under our interpretation 
of the application of certain figures in Exhibit 55. We now 
find that Mr. Cross may revise his figures pursuant to con¬ 
ferences with company people, and evidently our under¬ 
standing of Exhibit 55 might have been in error. 

We are studying the matter, and those figures are sub¬ 
ject to change. 

• •••••• 

Further Cross-examination. 

By Mr. Lasley: 

4657 Q. The other day, Mr. Smith, at page 3909 of the 
transcript, there was read to you and quoted into the 
transcript a statement found in the report of the Committee 
on Statistics and Accounts of the National Association of 
Railroad and Utilities Commissioners for the year 1940, 
which report, I believe, was signed by you; and I believe 
you said that the quoted language was in the report. 

I show you now the quotation, and direct your attention 
to the words “under the old classification”. Note those, 
please. 

A. Yes, sir. 


Q. I ask you, Mr. Smith, what classification those 
4658 words had reference to. 

A. I would presume that that referred to the 1922 
System of Accounts of the National Association of Railroad 
and Utilities Commissioners for electric utilities. The rea¬ 
son I hesitated, I thought the document referred to ap¬ 
plied to all the old systems of accounts of the National As¬ 
sociation rather than to just one. 

Q. Mr. Smith, is it not true that early in the history of 
regulation in this Nation that the courts determined that 
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a utility was not permitted to earn on any amount paid for 
franchises or that any franchise value should enter into the 
rate base in excess of the amount paid the franchise-grant¬ 
ing authority? 

A. I am not sure, Judge, that that is true. It seems to 
me in the New York case they allowed the franchise. And 
in the Wilcox case, didn’t they allow a franchise value there ? 

Q. In excess of the amount paid the franchise-granting 
authority? 

A. I think there was one case where it was allowed, but 
with words to the effect that it was not to be taken as a 
precedent in all future cases. But I have recollection of bne 
old case in New York where franchise value was allowed. 

Q. Yes, sir. Didn’t that policy creep into the regulation 
along in there from 1910 to 1920? 

4659 A. What policy? 

Q. The policy of not allowing value on franchises 
in excess of the cost or amount paid to a franchise-granting 
authority? 

A. My recollection is improving, Judge. I can’t go along 
with your statement that it was not recognized. I think 
today it is considered against public policy and contrary to 
the provisions of the Federal Power Act, but in the United 
Railways case, decided by the Court of Appeals of Maryland 
in the twenties, which case was later appealed to the Su¬ 
preme Court of the United States—I referred to it in my 
direct testimony—the Court of Appeals required the Mary¬ 
land Commission to make a special allowance for franchise 
value. 

Q. I believe you said the other day that it was your 
opinion that the amounts recorded in Account 100.5—with 
respect to those, the company should receive a return on and 
a return of. Am I correct in that statement? 

A. Judge, I said it with the qualifications that you had in 
your question. 

Q. Yes, sir. 

A. You had qualifications as to commensurate consumer 
benefits—that the cost of the intangible resulted in definite 
measurable consumer benefits. 

Q. Yes, sir. 
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A. And when that occurs I think that the rate payer 

4660 ought to return to the company the investment and a 
return on the investment. 

Q. Yes, sir. What is your idea as to how they can receive 
a return on the investment? 

A. Return on investment? 

Q. Yes, sir. 

A. By including the amount in the rate base or by allow¬ 
ing the company sufficient earnings. As you know, Judge, 
most rates—electric rates—in this country are not deter¬ 
mined through formal proceedings; they are determined 
through the conference method, by allowing the company 
sufficient earnings. 

Q. Yes, sir. 

A. Now, it is always the practice to allow the company 
excessive earnings for a while before you reduce earnings, 
but in one manner or another the earnings ought to be al¬ 
lowed to the company. 

Q. Now, how would you be sure the company would secure 
a return of that investment? 

A. By allowing the company sufficient revenues to re¬ 
turn the amount invested in the intangibles. 

Q. Yes, sir. Are you recommending to the Federal 
Power Commission that it do neither? 

A. Oh, that is not so at all, Judge. If the Federal Power 
Commission were to require this to be amortized 

4661 through Account 505, it would not benefit this com¬ 
pany one penny—not one penny. Now, that is just 

as clear as it can be. 

Q. Do you mean it has no authority to give any benefits 
to the company in the way of a return on and a return of? 

A. No, I assume that most of these intangibles were 
associated with—not all of them but a good part at least— 
were associated with the local business; and as to the others 
the Federal Power Commission would have to allow you 
rates to return that amount in order to give you a return of. 
Now, that would be a rate proceeding. 

If you had a rate proceeding before the Federal Power 
Commission today, certainly I, for one, would recommend 
that some of the amount be allowed to you as a return of in¬ 
vestment, if it is shown that it applies to the interstate busi- 
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ness; but yon can only do that through a rate proceeding. 
You cannot do it through an accounting proceeding. 


• « • • • • • 

4662 If all of the amount in 100.5 had been amortized or 
charged off, and no longer appears upon what I be¬ 
lieve you termed the general books of account, or basic fun¬ 
damental books—and a rate base is based upon the invest¬ 
ment shown by those books—would there have been an op¬ 
portunity to get a return on and a return of that investment ? 


The Witness: Well, now- 


Q. Can you answer that ? 

A. It would not be because of your bookkeeping proc¬ 
esses, but it would be because the Commission disallows 
your intangible. Any time the Commission disallows the 
intangible, you don’t get it back, but that is the resiilt re¬ 
gardless of how the Commission may proceed, whether 
through books or anything else. In fact, that is the burden 
of my reasoning, that this is a precarious thing. If you 
have six million dollars invested in intangibles, and in five 
years from now, through economic forces or through the 
action of the Commission, that disappears, unless you 
4663 have substituted tangible assets, there is a big shock 
to the stockholders. The stockholders lose; the 
stockholders may be wiped out. 

Now, it is to prepare for that day, the same as you pre¬ 
pare for the retirement of your hydro plant, that I anil ask¬ 
ing you to amortize this. It isn’t accounting that controls. 
It is the determination of the Commission that the amounts 
shall or shall not be allowed in a rate proceeding. That is 
the substance of the matter. 

Q. Yes, sir. I am asking you now what books, records 
or accounts you would turn to to determine a prudent invest¬ 
ment rate base. Would you go to the general books ? Would 
you go to the subsidiary, auxiliary, or supplemental books? 
Or would you turn to the general books showing the invest¬ 
ment then existing? 

A. I would go to all the books that you have mentioned. 
Judge. Any accountant would. As a matter of fact! that 
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is what we always do. Don’t think for a moment that I 
would go right to the books and take the statement from the 
books and say “That’s it”. If so, you don’t need me nor 
the Federal Power Commission. You don’t need account¬ 
ants trained in auditing books. 

I don’t recall a single case where we have gone to the books 
and taken off the books certain figures and said, “This is it. 
This is the rate base.” I don’t recall one single case 

4664 in which that was done. 

Q. Isn’t it the purpose of bookkeeping to enable 
you to go to the books and determine what the prudent 
investment or investment is ? 

A. If you- 

Q. In property. 

A. Excuse me. If you use my interpretation of what you 
mean by going to the books, yes. But don’t think for a 
moment that you go to the books and just take these figures, 
what appear in the books, and say, “That is the answer”. 
You don’t need a certified public accountant to audit the 
statement, if that is the answer. What you do is go to the 
books to get the information. 

Now, then, this intangible that we are talking about has 
been recorded on the books and it is a matter of history for¬ 
ever. The information is there. Whether it is amortized 
or not, the information is there. 

Q. Yes, sir. 

A. It is there forever, to be used by anyone in any way he 
wants to use it. 

Q. This reserve that you set up for this amortization— 
whatever happens to it? 

A. I certainly say that when you get it fully amortized 
you should apply the reserve to the asset—deduct it from 
the asset—which, incidentally, is standard practice 

4665 in accounting in general—in corporate accounting for 
industrials and commercial enterprises—and of the 

Interstate Commerce Commission, and practically everyone 
else but electric utilities; and the practice has been recom¬ 
mended for electric utilities by the Committee on Statis¬ 
tics and Accounts of the National Association of Railroad 
and Utilities Commissioners. 
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Q. Mr. Smith, I believe you said that the amounts set 
aside in the reserve for this amortization should be applied 
to 100.5—may be applied to 100.5—annually, or you may 
accumulate it in the reserve until it equals Account 1C0.5. 
Then do I understand you to say that the two accounts would 
be collapsed ? 

A. That is my recommendation. 

Q. After that collapse happened, is there any evidence 
in the general books of account during the future years 
this investment ever existed? 

A. Oh, yes, indeed. 

Q. In the current books, in the current statements? 

A. In the current statements. 

Q. Yes, sir. 

A. In the books you can keep these two accounts as a debit 
and a credit, as memorandum accounts, which will be within 
the confines of the general ledger, and you can keep them 
forever. 

Now, Professors Sanders, Hatfield, and Moore, as 

4666 I mentioned in my testimony here, make the specific 
statement that once it has been recorded and put on 

the books, that is sufficient for history. That shows you 
what you did; that continues the story for all purposes in 
the future. That is a correct statement. 

• •••••* 

4667 Q. You say ten years after this account is col¬ 
lapsed, and you are looking over the annual state¬ 
ment of this company for the ninth year after the collapse, 
would there be anything in that statement to show that 
this item ever existed? 

A. You could very well show it by a footnote, if you 
want to. 

Q. As to an average statement, have you ever seen one 
where it was done ? 

A. The usual statement in the commercial practice puts 
it in as one dollar. Now, as to the others, those who charged 
it off from the books, a great bulk of electric utilities have 
no 100.5 and they don’t say anything about it. I suppose 
that would be the practice, but there is no reason why 
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you could not footnote it in your statement to the stock¬ 
holders. 

Q. The Uniform System of the Federal Power Commis¬ 
sion is set up, is it, for the purpose, among other things, of 
aiding in rate regulation? 

A. That is one of the purposes, certainly; yes, sir. It 
aids greatly in rate regulation because, as you know, before 
the system of accounts was put into effect, you had large 
sums, just like this company that- 

• *•••• • 

4668 Q. And, of course, it was contemplated that the 

4669 books of the public utility be kept in conformity with 
the uniform system of accounts. Isn’t that right? 

A. Yes, sir. 

Q. If this amount has been charged off and has disap¬ 
peared from the hooks, am I understanding you correctly 
that it would, when the accounts are collapsed, disappear 
from the current accounts or current statements? 

A. Not necessarily in your current accounts. You can 
credit and debit items of the same amount in your books if 
you want to do so. It ought to disappear as a separate 
item in the body of your balance sheet. Or, if you wanted 
to, I don’t see any difficulty there, Judge, in the report 
to stockholders, state the investment in intangibles is $6 
million, less reserve, $6 million, and carried out, extended 
to zero. 

• •••••• 

4670 Q. Mr. Smith, do you have available and placed 
before you the Uniform System of Accounts of the 

Federal Power Commission, and of the Arkansas Commis¬ 
sion, which is Exhibit 2 in this case? 

A. Yes, sir. 

Q. I wish you would turn there to the section of the 
F.P.C. Uniform System of Accounts with respect to income 
accounts. I believe it is page 87. Also, please turn to 
the same section in the Arkansas system, the instructions, 
I believe, beginning on page 98, and point out, if you can, 
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wherein the instructions in the two systems are substantially 
different. 

A. I would have to make a detailed comparison which 
I have not made. I don’t know. 

Q. Being an expert accountant, you can pick it up much 
quicker than a layman can. I wish you would glance cjown 
through those sections and see if you can see a substantial 
difference in them. 

• • • • * • • 

4672 Q. All right. 

Is there any substantial difference in the instruc¬ 
tions on income account beginning on page 87 of the Federal 
Power Commission system and instructions beginning on 
page 98 of the Arkansas system, Exhibit 2 in this recprd? 

A. There is no difference in the instructions themselves. 
There may he a difference in application because thq in¬ 
structions, of course, are controlled in a certain measure 
by other definitions in this system of accounts and there 
are other differences; particularly there is a difference with 
respect to affiliated company transactions. There is a differ¬ 
ence in respect to reinstatement of certain expenses. But 
the texts, I believe, are the same. 

Q. The text and form? 

A. Text and form are the same. 

Q. Are the same? 

A. Yes. 

Q. Now, can you make the same statement with respect 
to the instructions beginning on page 107 of the Arkansas 
system, Exhibit 2, and instructions beginning on page, 

4673 I believe, 96, of the F.P.C. system? 

A. Page 96? 

Q. Of the F.P.C. system. 

A. I have scanned those accounts, Judge. Certainly, 
those instructions, certainly the headings, are all the same. 
Without any more information I will assume that they are 
substantially the same as to text. 

Q. And the form and number of accounts are the same ? 

A. Form? 

Q. Form and number. 

A. Yes, sir. 
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Q. Now, we have just been talking about wbat is de¬ 
nominated in both systems of accounts as “Operating 
Revenue Accounts”! 

A. That is correct. 

Q. Turning now to “Operating Expense Accounts”, in¬ 
structions which begin on page 102 of the Federal system 
and on page 113 of the Arkansas system. 

• •••••• 


Q. Do you observe any difference between the two systems 
there, large differences? 

4674 A. There are differences. 

Q. Wherein? Point them out, please. 

A. I will take it back. Let me change my answer there 
because I missed a page. Two pages are stuck together 
in one of these system books. 

The headings of the instructions are the same. I would 
assume generally that the texts are the same. However, 
because of a difference in the definition of “transmission 
and distribution” you may get a difference in the accounts. 
I am not sure how material that would be. 

Q. I see. 

Where is that difference in “transmission”? 

A. Instruction 16, “Electric Plant”. Instruction 16 in 
the Uniform System of Accounts of the Federal Power 
Commission. 

Q. What page is that on? 

A. Page 52, and instruction 16 in the Arkansas system, 
which is page 63 of the latter. 

Q. Definition of “transmission and distribution plant”? 
Is that it, or instructions with respect to it? 

A. That is correct. 

Q. That appears in both systems of accounts under 
“Electric Plant Accounts”, does it not? 

A. Yes, that is correct, but that affects your operating 
expenses because your expenses follow classification 

4675 of plant. 

Q. I see. 

Is there much difference in those? 

A. Yes, sir. The Arkansas System of Accounts departs 
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from national uniformity in respect to the definitiop of 
“transmission plant”. It is out of line with the National 
Association’s practices and the Federal Power Commis¬ 
sion’s. 

Q. Paragraph C of the definition 16 in both systems is 
headed the same? 

A. Yes. Paragraph C, but that does not go to the sub¬ 
stance. 

Q. I am just asking about paragraph C. 

A. Yes, sir. 

Q. What about paragraph D of both systems under in¬ 
struction 16? 

A. They are the same but, again, Judge, they are dealing 
with incidentals. 

Q. What about paragraph E? 

A. I think E is the same. 

Q. The only difference in instruction 16 is found in 
paragraphs A and B of the two systems? 

A. That is right. It is a major difference. 

Q. Could not a major difference be the only difference? 

A. I suppose so. But I don’t want it to appear t<j> be 
minor. 

4676 Q. Now, turning to the form of the accounts and 
the account numbers on, I believe—we were talking 
about Operating Expense accounts, were we not? 

A. Yes, sir. 

Q. Any difference in the form and number of those ac¬ 
counts as set up in the two systems? 

A. I don’t know of any difference, Judge. The three 
pages here are fine, three pages of accounts in rather fine 
printing in tabular form. I believe the two are the s^nle 
but I have not made the determination which would enable 
me to answer absolutely. 

Q. Apparently they are the same down to the decimal 
and numbers following the decimals with respect to them, 
are they not? 

A. I believe that is true. 

Q. You mentioned a while ago in connection, I think, 
with income account, that because there was some difference 
in the definition between the two systems, affiliates, there 
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might be some difference in the recordations in the income 
accounts. Did I understand you correctly in that? 

A. That is correct. 

Q. That is correct? 

A. Yes, that is one of the differences. 

Q. And would make a difference in the recordation? 

A. It may make a difference in the amount in the 
4677 income statements. 

Q. It may make a difference ? 

A. That is right. 

Q. Do you know anything in this company’s accounting 
system that would make a difference? 

A. You are speaking of the present accounting system? 

Q. Yes, sir. 

A. I think we misunderstand each other, Judge. The 
systems are different. If you want to make your question 
cover practices as far as up to date is concerned, I can 
give you a better answer on that. 

Q. As I understood you, the instructions and the form 
of account of income accounts are the same between the two 
systems, that is, instructions on income accounts and the 
form set up for income accounts of the two systems are 
exactly the same. 

A. That is correct, as far as your statement goes. 


The Witness: May I say, Judge, that my answer was con¬ 
fined to the narrow statement that you just made. 

4678 Q. Yes, sir, that the form of the account and in¬ 
structions with respect to keeping them are the same. 
A. You are speaking now of the income accounts? 

Q. Yes. 

A. That is correct. 

Q. Then for there to be any difference in the manner 
in which they were kept under the Arkansas system and in 
the Federal system there would be a departure from the 
Uniform System as set up? 

A. Oh, no. I have already said that you must go beyond 
the income account instructions themselves to find the 
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application. I have told you about definition, the difference 
in it, of “transmission”, for instance, which is- 

Q (Interposing) We are talking about income accounts 
and not revenue accounts. 

A. I told you about your definition of “affiliated interest” 
and your reinstatement of overheads. 

Q. Now would the difference in the definition of “affiliated 
interest” change anything or any entry in this income 
account! 

A. It would, indeed. You may have what we c^ll a 
write-up a “write-up” is stricken from your account 107, 
—which would not be in the depreciation base for Federal 
Power Commission purposes, but might be original cost 
for the purposes of the Arkansas Commission. 

4679 Q. And the Arkansas Commission and this Com¬ 
mission, so far as its system of accounts is concerned, 
is given the same definition as to original cost, both of tfaem 
saying it is cost to the company first acquiring the 
erty in the system! 

A. Yes, but the Arkansas Commission goes beyond that 
and states that you may restate overheads charged to ex¬ 
pense to offset write-ups. 

Q. Yes, sir. 

Now, then, so far as original cost is concerned, in View 
of the state of this record, we can assume that there ig no 
difference in that. Is that correct! 

A. I assume that the Arkansas Commission has accented 
all the stipulations which have been entered into between 
counsel for the company and counsel for the Commission. 

Q. You recall the Chairman of the Arkansas Commission, 
in his opening statement, referred to the difference in 
original cost and said he anticipated no trouble between 
the two Commissions with respect to that, don’t you! 

A. I recall something of that general nature and, of 
course, there have been a number of stipulations entered 
into during the course of this proceeding. If the Arkansas 
Commission goes along with those stipulations, then up! to 
date there is no difference in original cost. But that does 
not mean that there will not be any differences in fhe 
future. 
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4680 Q. Is that there would be no difference in the 
future as to original cost? 

A. There could be. 

Q. There could be lots of things, but not from a practical 
standpoint you don’t anticipate any, do you? 

A. I hope there will not be any. 

Q. You don’t anticipate any, do you? 

A. I don’t go that far. The Arkansas system of accounts 
is too loose with respect to affiliated companies’ transactions 
for me to make that statement. 

Q. The Securities and Exchange Commission have taken 
care of affiliated companies’ accounts, and so forth. 

A. The Securities and Exchange Commission left that up 
to the Federal Power Commission as witness the amend¬ 
ment to the charter to the Arkansas Power and Light Com¬ 
pany. 

Q. Did that amendment have anything to do with affiliated 
interest? Did they say anything about affiliated interest? 

A. It refers to accounting adjustments, those which 
came about in the Bond and Share cases, in general, through 
affiliated transactions. 

Q. It refers to adjustment of accounts. Why did you 
mention that, Mr. Smith, and throw that in there when it 
does not say anything about affiliated interest? 

A. I know from my long experience in this work 

4681 that if I am not careful when a brief is written about 
the S.E.C. reference it will state that the witness 

says, “Yes, S.E.C. has the responsibility.” That, certainly, 
is not my view. 

Q. Mr. Smith, let us assume that a company, a public 
utility, without 100.5. It is permitted under state regula¬ 
tion to earn $3 million and no more and no less. It had 
been the practice of the company to pay 2% million dollars 
in dividends and set aside to surplus $500,000. In this 
particular year it earned its $3 million. It had a loss of 
$500,000 definitely established through a bank failure. 

How would you handle that transaction and show it in 
the books, the loss? 

A. I would charge it to the income account, or to surplus. 
There is a difference of view among accountants as to where 
the item should go, but to one of those places. 
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Q. Either to surplus or income account? 

A. That is right. 

Q. If charged to the income account, the amount to be 
credited to surplus would only be 2% million, would it 
not? 

A. That is correct. 

Q. Would that $500,000 represent a loss of the company? 

A. Of course. 

Q. It would? Would it be reflected in the books of 
4682 the company through the entries you make? 

A. Yes, sir. 

Q. Why? 

A. Because you said it was a loss. 

Q. I know, but I say would it be a loss reflected in the 
books through the entrv vou just told me you would make? 

A. Yes. 


Q. It would show a loss? 

A. Yes, the entries would show the loss. 

Q. In other words, income would be reduced $500,000, 
would it not, or surplus? 


A. If you charge it to income. 

Q. If you charge it to income it would be reduced $500,- 
000 ? 


A. Yes. 


Q. Or if charged to surplus, surplus would be reduced 
$500,000. Isn’t that correct? 

A. That is correct. 


Q. All right. 

Now we have got the same company with the same ip- 
come, with the same practices, but it did not sustain aiky 
bank loss, or any other loss. But it is required to amortize 
by charges to income or to surplus amounts appearing in 
100.5 in the amount of $500,000. 

What entry would you make upon the books there 
4683 to reflect that amortization item? 

A. Are you assuming here that the earnings were 
the same, they had the same earnings? 

Q. Yes, same earnings and same practices. The only 
difference is one of them had a loss through a bank failure. 
The other one is amortizing at the rate of $500,000 a year, 
100.5. 
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A. There is all the difference in the world in the substance, 
but as far as bookkeeping- 

Q. (Interposing) What entries would you make? I am 
not asking you about the difference. 

A. I am sorry; you.said more than that. 

Q. I withdraw that part of it and ask you what entries 
you would make to reflect that. 

A. I would charge income account, or surplus account, 
with the amount, and I would credit the reserve for amortiza¬ 
tion. 

Q. Yes. Then if, instead of accumulating that reserve 
you annually applied it to the account, which you say is 
not bad practice and followed by some, to account 100.5, 
that would make a reduction in 100.5 of $500,000, would it 
not? 

A. That is correct; yes. 

Q. You would charge income or surplus with the $500,000? 

A. Yes, sir. 

Q. And you might credit the $500,000 carried 

4684 through the reserve account but, at the same time, 
credit the 100.5. You say it may be done either way? 

A. At the election of the company. 

Q. Mr. Smith, on page 3992 of the transcript you were 
asked this question: 

“Do you know of any well-known accounting au¬ 
thority that advocates that cost of intangibles should 
be charged off or amortized out of net income if said 
intangibles have a present value equal to their cost 
and an earning power equal to any tangible asset in 
electric utility plant account?” 

It appears you took exception to the word “advocate” 
and I substituted therefor the word “recommepd”. You 
will note that the question called for a well-known account¬ 
ing authority. 

• •••••• 

4685 Q. I ask you what accounting authority, well-known 
accounting authority, under the conditions named in that, 
aside from regulatory authority, recommends it be done. 
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A. Including the Committee on Statistics and Accounts 
of the National Association? 

Q. Yes. Distinguishing, now, regulatory authority from 
well-recognized accounting authorities. 

A. Are you speaking of electric utility only? 

Q. Yes. j 

A. I know of nothing in that field except the regulatory 
authorities I have mentioned. It is not discussed by 1 any 
others to my knowledge, except the accounting committee, 
which is the leading authority, or Mr. Maltbie of New "iork 
who, by my standards, is the leading accounting authority 
in the public utility field in the United States. 

Q. Because he agrees with you or because you agree 'With 
him? j 

A. No, because the first system of accounts written; for 
electric utilities, in 1908, was written under the Chair¬ 
manship of Mr. Maltbie who has a national reputation in 
that field. 

Q. Then there is no well-recognized accounting au- 

4686 thority as distinguished from regulatory authority 

which recommends- 

i 

• • • • • • • 

The Witness: I suppose you mean by charge to income 
charge below the line of return. 

Q. Yes. 

A. That becomes such a narrow question, Judge, 

4687 that I could not state either way. I can point to the 
fact that the best known public accounting firms in 

this country certify to statements in which that practice 
is reflected, the practice of charging it below the line of 
return and where the company on an overall basis is earn¬ 
ing on the money. But your question is so narrow that I 
could not cite an authority except the ones I have cited on 
that point. 

Q. On that point? 

A. That is right. | 

Q. I notice a very broad statement in your answer | to 
question 78 of your prepared testimony in which you say: 
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“Financial analysts frequently, if not usually, elimi¬ 
nate intangibles in computing financial ratios.” 

What do you mean by “financial ratios”! 

A. The ratio of debt coverage and things of that nature, 
asset coverage. I knew long before I came with the Federal 
Power Commission when I used to do consulting work that 
banks, when you apply for credit, in determining asset 
coverage, strike out intangibles. You will find that 
Poor’s and Standard, which is the largest financial statisti¬ 
cal house in the country, make the point-blank statement 
that they eliminate intangibles in computing asset coverage. 

Q. Do you know of any financial analyst who has 
4688 eliminated intangibles in computing financial ratios, 
that is, intangibles of electric utilities where the 
state commission having jurisdiction of more than 99 per 
cent of the property of the company, 90 per cent of its reve¬ 
nue, and the rates, all of the rates producing that amount 
of revenue, has found that the intangible was inherent, was 
of value, that it should not be written off and has included 
it in measure in establishing a prudent investment rate 
base! 

A. Judge, I don’t know of any analyst who has made 
an analysis of the particular situation you have mentioned. 


Q. I notice in your answer to question 57 of your 
4689 prepared testimony this statement: 

“Thus I heard Mr. Moses testify in this proceeding 
that Electric Bond and Share Company, Associated 
Gas and Electric Company, and Byllesby, three hold¬ 
ing company systems, were competitors for certain 
properties which were finally entered into Arkansas 
Power And Light Company with the result that the 
price was bid up.” 

Will you point out in this record where Mr. Moses said 
that the price was bid up, or that those three companies 
were competitors in attempting to acquire the properties? 



